REVIEW OF THE NATIONAL BANK PREEMPTION RULES






S. HrG. 108-864

REVIEW OF THE NATIONAL
BANK PREEMPTION RULES

HEARINGS

BEFORE THE

COMMITTEE ON
BANKING, HOUSING, AND URBAN AFFAIRS
UNITED STATES SENATE

ONE HUNDRED EIGHTH CONGRESS
SECOND SESSION
ON

THE OFFICE OF THE COMPTROLLER OF THE CURRENCY RULEMAKINGS
PERTAINING TO THE APPLICABILITY OF STATE LAWS TO NATIONAL
BANKS

APRIL 7, 2004

Printed for the use of the Committee on Banking, Housing, and Urban Affairs

&R






S. HrG. 108-864

REVIEW OF THE NATIONAL
BANK PREEMPTION RULES

HEARING

BEFORE THE

COMMITTEE ON
BANKING, HOUSING, AND URBAN AFFAIRS
UNITED STATES SENATE

ONE HUNDRED EIGHTH CONGRESS
SECOND SESSION
ON

THE OFFICE OF THE COMPTROLLER OF THE CURRENCY RULEMAKINGS
PERTAINING TO THE APPLICABILITY OF STATE LAWS TO NATIONAL
BANKS

APRIL 7, 2004

Printed for the use of the Committee on Banking, Housing, and Urban Affairs

&

Available at: http://www.access.gpo.gov/congress/senate/senate05sh.html

U.S. GOVERNMENT PRINTING OFFICE
24-076 PDF WASHINGTON : 2005

For sale by the Superintendent of Documents, U.S. Government Printing Office
Internet: bookstore.gpo.gov Phone: toll free (866) 512—-1800; DC area (202) 512—-1800
Fax: (202) 512-2250 Mail: Stop SSOP, Washington, DC 20402-0001



COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS
RICHARD C. SHELBY, Alabama, Chairman

ROBERT F. BENNETT, Utah
WAYNE ALLARD, Colorado
MICHAEL B. ENZI, Wyoming
CHUCK HAGEL, Nebraska

RICK SANTORUM, Pennsylvania
JIM BUNNING, Kentucky

MIKE CRAPO, Idaho

JOHN E. SUNUNU, New Hampshire
ELIZABETH DOLE, North Carolina
LINCOLN D. CHAFEE, Rhode Island

PAUL S. SARBANES, Maryland
CHRISTOPHER J. DODD, Connecticut
TIM JOHNSON, South Dakota

JACK REED, Rhode Island

CHARLES E. SCHUMER, New York
EVAN BAYH, Indiana

ZELL MILLER, Georgia

THOMAS R. CARPER, Delaware
DEBBIE STABENOW, Michigan

JON S. CORZINE, New Jersey

KATHLEEN L. CASEY, Staff Director and Counsel
STEVEN B. HARRIS, Democratic Staff Director and Chief Counsel
MARK F. OESTERLE, Counsel
MARTIN J. GRUENBERG, Democratic Senior Counsel
PATIENCE R. SINGLETON, Democratic Counsel
JOSEPH R. KOLINSKI, Chief Clerk and Computer Systems Administrator
GEORGE E. WHITTLE, Editor

an



CONTENTS

WEDNESDAY, APRIL 7, 2004

Opening statement of Chairman Shelby ..........cccoccoiiiiiiiiniiiiniiiicieeeeeee,
Opening statements, comments, or prepared statements of:
Senator Sarbanes ...
Senator Corzine .....
Senator Allard ....
Senator Carper ......
Senator SCHUMET ........ccocviiiiiiiieieeieee ettt e eebeenreas

WITNESSES

John D. Hawke, Jr. Comptroller of the Currency, U.S. Department of the
TTEASULY ...vveeieiieeeciiieeeiieeeeieeeeste e e et eeesteee e vee e e saeeeessaeeesssaeeesseeeasssesensssassnsseeennes
Prepared Statement ...........cooceeiuiiiiiiiiiiie e
Response to written questions of:
SeNator SHElDY .......ccceeeiiiiiiieeecee et e e eae e e e e e eaaee e
Senator Sarbanes ....
Senator Johnson
Senator MIlLET ........cociiiiiiiiiiiiiiee e
Roy Cooper, Attorney General, Department of Justice, State of North
CATOLINA c..eeieiiiiieeitet ettt ettt sttt ettt sttt st e b eh et bt et bt et e sbeente et
Prepared statement ...........ccoooeviiieiiiiiiiiieeeeee e
Response to written questions of:
Senator Johnson
Senator MIlLET ........cociiiiiiiiiiiiiie e
Gavin M. Gee, Director of Finance, State of Idaho, on Behalf of the Con-
ference of State Bank SUperviSors ........cccccceevieeiiienieeiiieniecieenee e
Prepared statement ...........ccccoeeviieeiiiiiecie e e
Response to written questions of:
Senator JONNSON ......ccceviiiiriiiiierie e
Senator MIller ........coocuiouiiiiiiiieiiieteeee e
Martin Eakes, Chief Executive Officer, Center for Responsible Lending
Prepared Statement ...........coccueeiiiieiiiiniiniiecceee e
Response to written questions of Senator Johnson ...
Joe Belew, President, Consumer Bankers Association .....
Prepared statement .......c..ccccoceeveniiiieniniinine e
Walter T. McDonald, President, National Association of Realtors® ...
Prepared statement ...........cocooviiiiiiniiiiiini e
William M. Isaac, Chairman, The Secura Group .
Prepared statement ...........ccccoocviiieiiiiiiiiiecceee e
Arthur E. Wilmarth, Jr., Professor of Law, George Washington University
LaW SCROOL ..ottt
Prepared statement
James D. McLaughlin, Director, Regulatory and Trust Affairs, American
Bankers ASSOCIATION ......cc.eviiriiriiiiienieieneetene ettt ettt ettt sbe e
Prepared statement ...........ccccooeiiiieiiiiieiieeeeee e e

ADDITIONAL MATERIAL SUPPLIED FOR THE RECORD

Operating Subsidiaries of National Banks Chart by the Comptroller of the
CUTTEIICY  c.nvieiieetieeite ettt ettt et e et et e e bt et b e e st e e satesabeesseeenseeeabeenbeanseeenbeaantesnseas
Wildcard Authority & Parity Statues Chart from the 2002 Profile of State-
Charted Banking by the Conference of State Bank Supervisors ..........c..........

(I1D)

307






REVIEW OF THE NATIONAL BANK
PREEMPTION RULES

WEDNESDAY, APRIL 7, 2004

U.S. SENATE,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, DC.

The Committee met at 2:05 p.m., in room SD-538, Dirksen Sen-
ate Office Building, Senator Richard C. Shelby (Chairman of the
Committee) presiding.

OPENING STATEMENT OF CHAIRMAN RICHARD C. SHELBY

Chairman SHELBY. The hearing will come to order. I would like
to thank everyone for being here today.

The purpose of this hearing is to examine the Office of the Comp-
troller of the Currency, OCC’s, recently issued rules on preemption
and visitorial powers. While these may be very technical provi-
sions, I believe they merit our close consideration because of the
significant consequences for our dual banking system.

In order to get a full appreciation of these issues I think it is im-
portant to ask some basic questions about the rules such as, why
are they necessary? Was the OCC acting within its legal authority
when it issued them? What new powers or responsibility do they
provide to the OCC? What powers or responsibilities do they take
away from the States? What impact, if any, will the new rules have
on the development and enforcement of consumer protection stand-
ards? Finally, in the absence of such rules, what, if any, negative
consequences would there have been for national banks and their
customers?

I look forward to hearing from the panelists on these and other
questions that will come from the Committee.

Additionally, I also look forward to examining some of the larger
issues implicated by these rules. For example, what is the appro-
priate role of State governments in the regulation of financial serv-
ices within a national economy? Do these rules in any way affect
such roles? Do these rules create negative consequences for the op-
eration of the dual banking system?

In the end, I believe that it is extremely important for the Com-
mittee to examine all these questions so that we can have a full
appreciation of all the implications of these new rules.

Senator Sarbanes.

o))
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STATEMENT OF SENATOR PAUL S. SARBANES

Senator SARBANES. Thank you very much, Mr. Chairman. I am
going to take a moment or two here, with the Chairman’s indul-
gence.

Chairman SHELBY. Proceed as you wish.

Senator SARBANES. I am very pleased to welcome this panel of
witnesses before the Committee this afternoon to testify on the re-
cently adopted OCC rules on national bank preemption and
visitorial powers. Mr. Chairman, I want to thank you for holding
this hearing.

Chairman SHELBY. Absolutely.

Senator SARBANES. The actions by the OCC have significant and
far-ranging consequences and deserve close examination by the
Congress.

Let me state at the outset that I am opposed to the actions of
the OCC. Last November, I joined in a letter with my Democratic
colleagues on this Committee in which we urged the OCC to defer
any further rulemaking on the preemption of State laws at that
time and, instead, to examine vigorously claims of predatory lend-
ing and other violations of State consumer protection laws by na-
tional banks and their operating subsidiaries. In that letter we
stated,

Congress has previously voiced its intent that national banks not be immune from
coverage by State laws. The House-Senate Conference Committee report on the 1994
Riegle-Neal Interstate Branching and Bank Efficiency Act stated that, “States have
a strong interest in the activities and operations of depository institutions doing
business within their jurisdictions, regardless of the type of charter an institution
holds. In particular, States have a legitimate interest in protecting the rights of
their consumers, businesses, and communities.” In enacting the Gramm-Leach-Bli-
ley Act in 1999, Congress affirmed the Supreme Court standard in Barnett Bank
that State laws apply to national banks unless those laws serve to prohibit or sig-
nificantly interfere with the national banks’ Congressionally authorized powers.

Regrettably, the OCC chose to finalize its proposed regulations in
January. As a general matter, my inclination is to defer to bank
regulators in the exercise of their authority, especially if it relates
to safety and soundness. They are charged with making an inde-
pendent judgment, presumably with the public interest foremost in
mind. And I understand that those judgments may not always
please everyone.

However, the OCC’s actions in this instance led me to depart
from this general approach. First, the OCC’s actions do not relate
directly to the safety and soundness of the financial system. They
instead go to the relationship between Federal and State-chartered
banks and thrifts, and the historic balance of responsibilities they
share. Second, the OCC’s actions have led to such a unanimous and
strong outcry from State officials as to suggest that fundamental
damage has been done to the Federal-State relationship. The Na-
tional Association of Attorneys General, the Conference of State
Bank Supervisors, the National Governors Association, the Na-
tional Conference of State Legislatures have all strongly opposed
the OCC’s action. Third, the OCC’s actions have been opposed by
consumer, civil rights, and community groups from across the coun-
try as an assault on consumer protection as applied to nationally
chartered banks and their State-chartered operating subsidiaries.
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The intensity of opposition from the State officials and consumers,
civil rights, and community groups has been exceptionally strong.

The attorneys general of all 50 States submitted a comment let-
ter to the OCC on October 6 expressing their opposition to the pre-
emption and visitorial powers rules and urging the OCC to defer
further action on them. I want to quote from that letter because
it summarizes the concerns raised about the actions of the OCC.

The OCC’s current proposal, coupled with the other recent OCC pronouncements
on preemption, represent a radical restructuring of Federal-State relationships in
the area of banking. In recent years, the OCC has embarked on an aggressive cam-
paign to declare that State laws and enforcement efforts are preempted if they have
any impact on a national bank’s activities. The OCC has jealously pushed its pre-
emption agenda into areas where the States have exercised enforcement and regu-
latory authority without controversy for years.

The OCC’s preemption analysis is one-sided and self-serving. The OCC has paid
little deference to well-established history and precedent that has allowed the States
and the OCC to co-exist in a dual regulatory role for over 130 years. That precedent
has upheld this Nation’s policy that national banks are subject to State laws unless
the State laws significantly impair the national banks’ powers created under Fed-
eral law. The OCC is destroying that careful balance by finding “significant inter-
ference” or “undue burden” whenever State law has any effect on a national bank.

In the area of predatory mortgage lending, the OCC’s actions are particularly dis-
appointing. Instead of commending the States’ efforts, the OCC has gone to great
lengths to attack them and to declare that they are inapplicable to national banks
and their operating subsidiaries. In their place, the OCC has recommended minimal
protections that fail to address many of the worst predatory lending abuses.

Also on October 6, a coalition of 19 consumer, civil rights, and
community groups, including the Consumer Federation of America
and the Leadership Conference on Civil Rights, sent a comment

letter to the OCC in which they stated, in part, and I quote:

In 1994, Congress passed the Homeownership and Equity Protection Action to
protect borrowers of high-cost loans from predatory lending practices. Unfortu-
nately, the scourge of predatory lending did not go away and, in fact, increased in
tandem with the explosion of subprime lending. Recognizing this continuing prob-
lem, various States have developed increasingly effective approaches to eradicating
predatory lending, without drying up access to reasonably priced subprime mortgage
credit. This is federalism as its best.

Your proposal to preempt the State antipredatory lending laws is, at best, mis-
guided, and at worst, a blatant attempt to increase the power of the OCC at the
expense of homeowners, the sovereignty of the States, and the intent of Congress.
We believe this proposal to be fundamentally flawed both in its assessment of the
impact of State antipredatory lending laws and as to the powers Congress entrusted
to the OCC. We urge the OCC to scrap its proposed preemption of State predatory
lending laws, while continuing to develop its own advisory guidance to ensure that
national banks are not engaged in predatory lending.

And, finally, Dudley Gilbert, the Legal Counsel for the Oklahoma
State Banking Department, wrote an article in the American Bank-
er on February 20 entitled “OCC’s Preemption Rule is About Keep-
ing Market Share,” which provides a perspective on the OCC’s ac-
tions from the viewpoint of a State banking regulator. And in that
article, he says,

The OCC’s preemption rule seems to be more about protecting its remaining
multi-State megabanks or attracting new ones to the fold than about “clarifying” a
140-year-old law. The OCC standard for preemption has been built on a political
platform for the promotion of its charter.

The point was echoed in a Wall Street Journal article on January
28, 2002 entitled “Friendly Watchdog: Federal Regulator Often
Helps Banks Fighting Consumers.” In that article, they stated,

The OCC solicitousness toward the businesses it oversees stems in part from its
need to compete for their loyalty. In an uncommon arrangement, banks can choose
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either a State or Federal regulator, and the selection has financial consequences.
The OCC and State banking departments subsist entirely on fees paid by the insti-
tutions they regulate.

The Comptroller has asserted that State officials and consumer
groups are all wrong, that the OCC is simply codifying existing ju-
dicial interpretation in its regulations, and that the OCC is actu-
ally enhancing consumer protection through its regulatory and en-
forcement actions. I must say I find that position very difficult to
understand and accept. I think the criticisms that have been lev-
eled by the State officials and the consumer groups seem to me to
be right on point. And, of course, we will explore that matter in the
course of this hearing.

Thank you very much, Mr. Chairman.

Chairman SHELBY. Thank you, Senator Sarbanes.

Our first panel is composed of three people: John Hawke, Comp-
troller of the Currency; Roy Cooper, Attorney General, State of
North Carolina; and Gavin Gee, Director of Finance, Idaho Depart-
ment of Finance. I welcome all of you to the Committee. Your writ-
ten testimony will be made part of the record in its entirety. We
will start with Mr. Hawke.

STATEMENT OF JOHN D. HAWKE, JR.
COMPTROLLER OF THE CURRENCY
U.S. DEPARTMENT OF THE TREASURY

Comptroller HAWKE. Thank you, Mr. Chairman and Ranking
Member Sarbanes. I appreciate the invitation to discuss the OCC’s
recently issued rules on preemption and visitorial powers. I want
to start by emphasizing a few overarching considerations as back-
ground for the discussion of the rules themselves.

First, national banks and their subsidiaries are highly regulated
and closely supervised. While we occasionally confront instances of
abusive conduct at our banks, the overwhelming number of our
banks operate in conformity with the law and with recognized
standards of sound banking and fair practices. Because of this, it
is not at all surprising that the State attorneys general virtually
unanimously have repeatedly stated that predatory lending is not
a problem in the regulated banking system.

Second, the OCC is committed to protecting and helping cus-
tomers of national banks, and we have ample resources and formi-
dable enforcement powers to carry out that commitment. We have
a world-class consumer assistance group that resolves literally tens
of thousands of inquiries and complaints every year. And where
consistent or persistent problems have arisen, our track record
shows that we will use our supervisory and enforcement powers
promptly and effectively to fix them. With the formal enforcement
powers that we have, plus the authority and influence that our ex-
aminers exercise over the banks they supervise, I believe we have
an unmatched ability to afford consumers the protections that we
all want for them.

Third, we recognize that our counterparts at other agencies and
in State law enforcement share this commitment to protect con-
sumers, and we welcome opportunities to share information and to
cooperate and coordinate with them to address customer com-
plaints and consumer protection issues. Through a coordinated and
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cooperative approach to the remedying of abuses, I believe we can
achieve a high level of protection for consumers.

With that preamble, let me summarize what the OCC’s new reg-
ulations do and what they do not do. While I recognize that there
are some significant differences of opinion on many of the issues
involved, I am concerned that there has been widespread mis-
understanding and mischaracterization of what we have done.

The first regulation, which I will call the preemption rule, codi-
fies principles that have been established in almost 200 years of de-
cisions by the Supreme Court and lower Federal courts, that have
been applied in innumerable interpretations and rulings of the
OCC over many years, and that have been embodied in regulations
of our sister agency, the Office of Thrift Supervision, for many
years. The regulation provides clear and predictable guidance to
national banks regarding the standards that apply to core banking
activities: lending and deposit-taking.

The rule is based on the well-established principles that the
States do not have the constitutional authority to limit or condition
the exercise of powers that Congress has conferred on the instru-
mentalities that it creates, and that a State law cannot apply to
a national bank if it obstructs, impairs, or conditions the bank’s
ability to exercise those powers unless Congress has provided that
it should apply. The regulation then lists specific types of State
laws that are preempted, substantially mirroring those already pre-
empted by OTS.

It is important to emphasize what the regulation does not
change, since some confusion may exist on this score. It does not
establish brand-new standards or principles of preemption. It does
not preempt State laws other than those listed. It does not immu-
nize national banks from complying with a host of State laws that
form the infrastructure of doing the business of banking, such as
contract law, tort law, public safety laws, and generally applicable
criminal laws. It does not preempt antidiscrimination laws. It does
not extend to activities authorized for financial subsidiaries of na-
tional banks, which can exercise powers that are not permissible
for the bank itself. It does not impinge on the functional regulation
framework that Congress set in place in the Gramm-Leach-Bliley
Act. It does not allow national banks to charge higher rates of in-
terest than they previously could. It does not authorize any new
national bank powers, such as real estate brokerage. And it makes
no changes to existing OCC rules governing the activities of oper-
ating subsidiaries.

Our second rule, the visitorial powers rule, amends an existing
regulation implementing a Federal statute that is as old as the na-
tional banking system itself and that grants the OCC exclusive au-
thority to supervise, examine, and regulate the national banking
system. Congress reemphasized this principle of exclusive visitorial
powers only recently in the Riegle-Neal Interstate Branching law
by explicitly providing that, to the extent State consumer protec-
tion laws apply to the interstate branches of national banks—that
is, where those laws are not preempted under the longstanding
principles I have referred to—the OCC is the exclusive enforcement
authority for such laws with respect to national banks.
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The visitorial powers statutes provide no exception for the States
to regulate the banking activities of national banks through en-
forcement actions, and I believe it is well-recognized by State law
enforcement officials that Federal law precludes them from taking
administrative enforcement actions against a national bank with
respect to its banking activities. What is at issue here is solely
whether State officials can do through the courts what they cannot
do directly, and our visitorial powers rule simply sets forth our un-
derstanding of the basic statute as precluding the exercise of simi-
lar visitation powers by resort to the courts.

The second, and equally important, issue that I want to address
is the effects of these rule changes. In addition to clarifying which
State laws apply and which do not apply to national banks, the
rule also puts in place additional focused standards to protect cus-
tomers of national banks from unfair, deceptive, abusive, or preda-
tory lending practices. These new standards apply nationwide, to
all national banks, and provide additional protections to national
bank customers in every State, including those States that do not
have their own predatory lending standards. The rule does not
leave customers of national banks or their subsidiaries vulnerable
to predatory lending practices. And I stress that the State Attor-
neys General have repeatedly said that the problems of predatory
lending are not problems in the regulated banking system; they are
problems that occur in the unregulated segment of the financial
services industry.

The regulation first provides that national banks may not make
consumer loans based predominantly on the foreclosure or liquida-
tion value of a borrower’s collateral. This will target the most egre-
gious aspect of predatory lending, where a lender extends credit
based not on a reasonable determination of a borrower’s ability to
repay, but on a lender’s calculation of its ability to seize the bor-
rower’s accumulated equity in his or her home. And I should add
that is a standard that is easy for bank examiners, and traditional
for bank examiners, to examine for and to enforce.

The regulation also specifically provides that national banks
shall not engage in unfair or deceptive practices within the mean-
ing of Section 5 of the Federal Trade Commission Act in their lend-
ing activities. The OCC was the first Federal banking agency to
assert the power to take enforcement actions for violations of Sec-
tion 5, a position that our sister agencies have recently adopted.

These rules supplement the very extensive guidance that we pub-
lished last year admonishing our banks to stay well clear of preda-
tory practices and telling them in no uncertain terms what we
would do if we found such practices in any of our banks. I believe
our rules and advisories on predatory lending go well beyond any-
thing that any other bank regulatory authority has done in this re-
gard. And I commend those advisories to the attention of anybody
interested in this subject because they provide a very comprehen-
sive definition of predatory lending and a very comprehensive man-
date to our banks about how to steer clear of predatory lending.

Some may ask, why not allow State and local predatory lending
laws to apply as well? Isn’t more regulation better?

To that I would answer, not unless there has been a demonstra-
tion that more regulation is needed because the existing regulatory
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scheme does not work. That is not the case with respect to the na-
tional banking system. Again, whatever our differences with the
State Attorneys General are, they have repeatedly stated that the
problem of predatory lending is largely confined to unregulated,
nondepository institutions and has not been in evidence in regu-
lated banks or their subsidiaries. And, as I said, this is not at all
surprising. National banks and their subsidiaries are highly regu-
lated and closely supervised. The largest national banks have large
teams of examiners on premises at all times.

Our approach to predatory lending is a comprehensive, ongoing,
integrated supervisory approach focused on preventing predatory
practices, not on banning or restricting specified loan products
based on their terms. We have substantial resources available na-
tionwide to make sure that our supervision, in this and other
areas, is effective.

Additional regulation brings with it added costs which may lead
to higher prices for consumers. It may also have undesirable collat-
eral consequences. For example, there is a vigorous debate going on
in the economic literature as to whether State predatory lending
laws reduce the availability of nonpredatory subprime credit. I
think there is widespread agreement, however, that these laws
have reduced the volume of subprime lending, and it is far from
the case that all subprime lending is predatory. Indeed, the expan-
sion of the subprime market has played an extremely important
role in our record level of homeownership and in making credit
available to segments of the population, particularly minorities,
who in the past have not had ready access to credit.

State and local laws that increase a bank’s costs and its potential
liabilities in connection with higher-risk subprime loans and that
result in constrictions in the secondary markets, which we have
seen, inevitably will cause some legitimate lenders to conclude that
the costs and risks are not worth it. The result is diminished credit
availability, and credit options available to a segment of potentially
creditworthy subprime borrowers will be reduced.

Paradoxically, when such well-intentioned laws cause regulated
banks to reduce their participation in the subprime market, they
are deterring the most highly regulated segment of the industry,
those subject to CRA requirements and those most likely to con-
form to accepted practices and standards. We believe our approach
does not constrict credit availability from legitimate, highly regu-
lated lenders and effectively protects customers of national banks
and their subsidiaries against predatory lending practices.

Chairman SHELBY. Mr. Hawke, do you have much more?

Comptroller HAWKE. Just one paragraph, Mr. Chairman.

Chairman SHELBY. You are about finished?

Comptroller HAWKE. Yes.

In conclusion, we believe that our new rules are legally sound,
that they enable national banks to operate in a manner fully con-
sistent with the character of their Federal charter. Most impor-
tantly, coupled with the strong oversight and enforcement powers
that the OCC can and will bring to bear, they do not leave national
bank customers exposed to abusive practices. We share with our
colleagues in the States a commitment to assuring that national
banks’ treatment of their customers meets the highest standards,
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and I am confident that if we work in cooperation and coordination,
we can all fulfill that commitment.

Senator SARBANES. I am curious. Was the “in conclusion” in the
statement, or was that a quick add-on?

[Laughter.]

Comptroller HAWKE. No, it is right here in the text.

Senator SARBANES. Okay.

Chairman SHELBY. Mr. Hawke, we did not want to rush you, but
we have 2 or 3 minutes to vote, and Senator Corzine already has.

Comptroller HAWKE. The clock is not working here.

Chairman SHELBY. I was going to recognize him to make any
opening statement, as long as he wanted to take, because we would
like to hear everybody, Mr. Cooper and Mr. Gee, as soon as we get
back. Can you do that?

Senator CORZINE. Sure, Mr. Chairman.

Chairman SHELBY. Okay. You are recognized.

STATEMENT OF SENATOR JON S. CORZINE

Senator CORZINE. [PRESIDING.] Thank you, Mr. Chairman.

This is the only time the guy on the far right-hand corner——

Senator SARBANES. It is all yours, Jon.

[Laughter.]

Senator CORZINE. Now you are seeing what poker is like, right?

Senator SARBANES. Don’t get carried away.

[Laughter.]

Senator CORZINE. I think there might be about 25 years between
me and thee. We will work on it.

Mr. Chairman, and to the witnesses, I want to thank all of you
for being here, and I want to thank the Chairman for holding this
hearing. This really is an important issue, this preemption of State
consumer protection laws. A number of us feel quite strongly about
it, and I want to thank Comptroller Hawke for both your testimony
and, I think, a willingness to listen, if not necessarily agree on
some of the directions we are taking here.

Let me start by saying I am deeply concerned about the OCC’s
action. The broad nature of this rule has profound implications for
our dual banking system as well as the ongoing relationship be-
tween the Federal Government and the States. I certainly hear this
on a regular basis with my people back in Trenton. Moreover, this
rule has critical implications for consumer protections, which I
think a number of people will speak to, and may well prove detri-
mental to that important effort.

Some have suggested that the OCC’s actions stem from nothing
more than a power grab. I am not sure I associated myself totally
with that, but it certainly is something that is widely discussed in
the press, the media, in general, and I would cite The Wall Street
Journal friendly watchdog chart that I have included here, which
I think is reflective of some of both the editorial comment and dis-
cussion that we see surrounding this topic.

While I do not accept that this is the sole purpose for the action,
it does strike me curious that the only groups that have come out
in support of the OCC action, as far as I can tell, are the very
banks that are regulated.
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Given these broad concerns, a decision of this magnitude in my
view should only have been made after an exhaustive review and
deliberations by Congress, this Committee, and both of the issues
that I talked about have been raised with the OCC by Members of
Congress from both sides of the aisle. In November, every Demo-
cratic Member of this Committee signed a letter to Comptroller
Hawke that expressed concerns regarding the rationale, the pace,
and implications of the OCC proposal. Included in that letter was
the request that the agency defer final rulemaking until the impli-
cations of the rule on State enforcement of predatory lending laws
could be better ascertained.

In the House, Sue Kelly, the Republican Chairwoman of the
House’s Financial Services Subcommittee on Oversight Investiga-
tions, and a bipartisan group of Members wrote the Agency in De-
cember also asking them to delay implementation of the rules until
Congress could hold hearings to review the proposal and provide an
appropriate signal of intent.

Unfortunately, those letters have not been attended to, and as I
think all of you know, similar concerns have been expressed by the
Nation’s Governors, Attorneys General, State legislators, et cetera.

I think this needs to be reviewed, and the role of Congress in es-
tablishing the laws that govern our dual banking system and this
Committee and its oversight need to be taken into account. And,
you know, I think this is important in making sure that we main-
tain the confidence between the OCC and those of us who are re-
sponsible for oversight.

I hope that we can figure out a way to restore Congress’ voice
in this, and consideration, and I think there is a legitimate concern
about the implications for the ability of our State legislatures and
State governments to be involved in this dual banking system in
a credible, strong way. I certainly think it is important for con-
sumers. I am certainly going to be asking that we have a larger
role in this, and I think it is important that this get an additional
oversight look here among the Committee.

I guess I am about to transfer my sole moment in the sunlight
here to Senator Allard, since he is a little closer to the middle and
on the majority side. The Chairman asked me to chair until they
return, but recognizing protocol, I will be a very generous fellow
and hand that all back.

[Laughter.]

Then I will be able to ask Senator Allard whether I also could
submit a letter from the New Jersey State Department of Banking
and Insurance that challenges the conclusions reached by the Na-
tional Home Equity and Mortgage Association concerning the im-
pact of the New Jersey Homeownership Security Act is having on
New Jersey’s subprime market. I think there is a lot of reason for
serious, objective study of the impact on these markets, and I think
there is a good report along those lines.

Senator ALLARD. I have no objection and I hear no objection.

Senator CORZINE. Thank you, Mr. Chairman.

STATEMENT OF SENATOR WAYNE ALLARD

Senator ALLARD. [PRESIDING.] I will go ahead and give my state-
ment for the record, and I see that we still have a vote going. We
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are waiting to complete testimony until the Chairman and the
Ranking Member get back.

I would like to thank the Chairman for holding this hearing
today to discuss two rules recently promulgated by the Office of the
Comptroller of the Currency regarding preemption and visitorial
powers of national banks. One of the rules clarifies the extent to
which the operations of national banks are subject to State law; the
other rule concerns the authority of the OCC to examine, supervise,
and regulate national banks. I look forward to discussing the
OCC’s reasons for promulgating these rules as well as the potential
implications of the two rules with respect to the country’s economic
system and particularly the Nation’s housing markets.

The OCC has not only a difficult but also a very important duty
to regulate lending and investment activity of national banks. With
regulatory and supervisory authority over 2,200 national banks
and 56 branches of foreign banks in the United States, the OCC
plays an integral role in ensuring the safety and soundness of the
national banking system, while ensuring fair and equal access to
financial services for all Americans. With the broad-ranging au-
thority granted to the OCC to approve or deny applications for new
charters, approve or deny structural changes, issue cease-and-de-
sist orders, and issue rules and regulations governing bank invest-
ment and lending, today’s oversight hearing that will examine two
recently published rules is certainly appropriate.

As Chairman of the Housing Subcommittee, I am concerned
about how these new rules will impact the housing markets and
predatory lending practices. I am hopeful that they will fulfill the
OCC’s mission of protecting consumers while contributing to an ef-
fective system of banking that has served our Nation so well.

Again, I would like to thank Comptroller Hawke and each of our
witnesses for taking the time to testify before the Committee today,
and I do look forward to your testimony.

What I am going to do, Senator Corzine, is go ahead and put us
in recess until the Chairman and Ranking Member both get back.
Then you and I can head down and vote. The second vote is apt
to be a short vote. Instead of being a 15-minute vote, it will be a
10-minute vote. You and I can head on down. I expect the Chair-
man and the Ranking Member to be here shortly. So, I would sug-
gest that if you want to stand and stretch as though you are in the
seventh inning, go ahead and do your standing and stretching. But
I would not go very far because as soon as they get here, they will
want to take right off with the hearing.

The hearing is in recess.

[Recess.]

Chairman SHELBY. The hearing will come back to order.

Mr. Cooper, if you will proceed, just like we never went to vote.

Thank you.

STATEMENT OF ROY COOPER
ATTORNEY GENERAL
DEPARTMENT OF JUSTICE, STATE OF NORTH CAROLINA

Mr. CooPER. Thank you, Mr. Chairman, and Members of this es-
teemed Committee. Thank you for allowing me to be and address-
ing this critical issue.
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One spectacular result of these sweeping new rules proposed by
the OCC is the rare harmony being sung by State attorneys gen-
eral across the country.

Chairman SHELBY. Is that all 50?

Mr. CooPER. All 50 of us are on the same page.

Chairman SHELBY. Democrats and Republicans——

Mr. COOPER. Yes, sir, bipartisan.

Chairman SHELBY. —on the same page?

Mr. COOPER. Yes, sir.

These rules are wrong both as a matter of law and as a matter
of public policy. I have submitted my written comments that dis-
cuss my objections, and let me quickly outline the major ones.

First, these rules significantly diminish important protections for
American consumers. Second, they undermine creative and State
efforts to combat predatory lending. And, third, they ignore Con-
gressional intent and misinterpret Supreme Court precedent.

Simply put, these new OCC rules put consumers at risk by tak-
ing 50 cops off the beat. That is absolutely the heart of the matter.
Thousands of State attorneys general’s staffers across the country
are helping consumers with their problems, mediating disputes,
and securing refunds for people who have been wronged. Over the
years, most State consumer protection laws were applied to na-
tional banks and their affiliates without controversy. There have
been problems with some national banks, and State action has
been taken.

National banks knew they were expected to abide by State law,
and attorneys general provided the enforcement—until now. Now
the OCC is saying we can do the job by ourselves. We alone can
protect the tens of millions of national bank customers across the
country.

That is simply not realistic. For the last 2 years, in North Caro-
lina, my consumer office alone received over 1,000 formal written
complaints regarding national banks, along with thousands more
phone calls. And this is happening in attorneys general’s offices
across the country. We welcome the OCC to work with us in ad-
dressing these complaints, but the OCC cannot do this alone and
do it effectively.

Now, although I do not believe the OCC wants its members to
break the law, I have no confidence that they will provide adequate
consumer protection by themselves. The OCC is actively recruiting
banks into its fold, saying that they will not be bothered by State
predatory lending laws. In addition, The Wall Street Journal re-
cently documented how the OCC consistently sided with national
banks and against consumers in recent legal disputes. Consumers
must have the confidence that decisionmakers and regulators will
be fair and that they will go to bat for them if they have been
ripped off.

My next concern is that not only do these new rules undermine
State predatory lending laws, but they also fail to address the most
abusive practices forbidden by State laws. These include unjustified
origination fees, deceptive discount points, excessive prepayment
penalties, loan flipping, and financing of single-premium credit in-
surance. These practices are sometimes technical and difficult for
the average borrower to understand, but there is a reason that the
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phrase “predatory lending” is used to describe them. In order to be
effective, there must be specific restrictions under the law to fight
each of these practices, and the OCC rules just do not do this.

Finally, I would like to counter very briefly some points the OCC
makes when justifying these new rules. First, the OCC claims that
it is merely exercising longstanding powers and codifying existing
law. Do not be fooled. These rules are a dramatic change. They far
exceed the preemption standard set by the Supreme Court in the
Barnett Bank case, and they ignore specific Congressional acknowl-
edgment of the role of States in regulating national banks.

The OCC also argues that these rules are necessary so that
banks can operate under consistent, uniform national standards.
The national banks do not need the OCC to insulate them from
their obligation to be good corporate citizens in their respective
States. When North Carolina passed our groundbreaking Predatory
Lending Act, our national banks were right there at the table sup-
porting the effort because they knew that predatory lending was a
scourge that had to be removed. They saw the case of Freddie Rog-
ers, a 56-year-old Durham school bus driver. For 10 years, he made
his mortgage payments, but when he wanted to refinance because
he had bad well water, he discovered that he had paid down only
$165 on the principal. He was a victim of junk fees, unneeded in-
surance, and front-loaded payments—a predatory loan. And mak-
ing $8.24 an hour, he could never get ahead.

Our predatory lending law in North Carolina works. Recent stud-
ies have shown the law has saved consumers over $100 million in
the first year and that subprime credit is still readily available.
The only lenders we have run out of North Carolina are those that
are making predatory loans, and I say good riddance to them.

Our law has created a road map for lending practices across the
country. For example, we were the first State to outlaw single-pre-
mium credit insurance, which was a useless product that over-
charged consumers. It was considered controversial at the time, yet
within 2 years, all major subprime lenders stopped offering this
overpriced product to consumers.

We are now seeing lenders across the country voluntarily adopt-
ing a number of provisions of North Carolina’s predatory lending
law. Please do not let the OCC take away the effectiveness and the
creativity of the States in fighting these problems.

In conclusion, as a State Attorney General, I know that my col-
leagues and I would vastly prefer a cooperative relationship with
the OCC, just as we have with other Federal agencies. Unfortu-
nately, with these preemption rules, the OCC has sought to elimi-
nate that cooperation.

As attorneys general, we will not stand by and let these rules
take effect without a judicial fight. But the best place to deal with
this issue is right here in Congress. In fact, Senator Edwards from
my home State has introduced a resolution to repeal these rules.
I would assume that there are other Members of Congress who are
looking at this effort as well. And I would encourage these efforts
to let us step back and look at what we are doing.

Thank you very much, Mr. Chairman.

Chairman SHELBY. Mr. Gee.
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STATEMENT OF GAVIN M. GEE
DIRECTOR OF FINANCE, STATE OF IDAHO
ON BEHALF OF
THE CONFERNECE OF STATE BANK SUPERVISORS

Mr. GEE. Thank you, Chairman Shelby, Senator Sarbanes, Mem-
bers of the Committee. My name is Gavin Gee. I am the Director
of the Department of Finance for the State of Idaho, and I am here
today testifying on behalf of the Conference of State Bank Super-
visors. We commend you on this important and timely hearing.

As you know, the OCC has recently issued sweeping regulations
that seek to preempt almost all State laws that apply to national
banks and their subsidiaries. This regulation also tries to shield all
national banks and their operating subsidiaries from oversight, in-
spection, and enforcement actions by any State authority.

These regulations are not minor or incremental changes. Their
scope is nearly unlimited, and their implications are potentially
enormous. The OCC’s new regulations usurp the powers of Con-
gress, stifle State efforts to protect their citizens, and threaten not
only the dual banking system but also public confidence in our fi-
nancial services industry. If you allow these OCC rules to stand,
our banking system and bank customers will be hurt.

Idaho is a small State with only about 1.3 million residents and
bank deposits of about $12.5 billion. Although only one national
bank is headquartered in Idaho, interstate branches of national
banks account for about 70 percent of the State’s banking assets.
Therefore, most of the bank-related complaints and inquiries my of-
fice receives come from customers of national banks. We receive
even more complaints about mortgage brokers, nonbank mortgage
lenders, and finance companies, entities that are all likely to be-
come operating subsidiaries of national banks in response to these
new OCC regulations.

Idaho, like the vast majority of States, has not passed specific
legislation against predatory lending. We have been very successful
in enforcing existing laws that protect borrowers and punish fraud.
Contrary to the OCC’s argument, these laws have done nothing to
interfere with credit availability in Idaho. But the OCC’s regula-
tions effectively preempt all of Idaho’s consumer protection laws
and law enforcement remedies, and those of every other State, re-
gardless of whether that State enacted a predatory lending law.

Maintaining a local role in consumer protection and a strong
State banking system has never been more important. State super-
vision and regulation are essential to our diverse, decentralized fi-
nancial system. State bank examiners are the first responders to
almost any problem in the financial system. We can and do respond
to these problems more quickly than the Federal Government.

My office has a long history of protecting Idaho consumers from
predatory or abusive lending and other financial fraud. We also
have a long history of working cooperatively with national banks
and their subsidiaries to resolve consumer complaints and inquir-
ies. It cannot be in the public interest to replace this locally based
service with one small office in Houston, Texas, as the Comptrol-
ler’s regulations would do.

The OCC preemption would create an uneven playing field for
national banks and State-chartered banks, and that concerns us.
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What concerns us even more, however, is that this preemption
would also create an uneven playing field for consumers. Borrowers
who walk into a mortgage lender, a money transmitter office, or a
payday lender do not know whether that business is owned by a
national bank. Those borrowers have the reasonable expectation
that State laws will protect them. If borrowers need to seek rem-
edies, their first instinct will not be to complain to the OCC. More
often than not, they will come to us, to the State banking depart-
ments, consumer credit agencies, and State attorneys general.

States already have networks in place for referring complaints to
the appropriate agencies and to law enforcement authorities when
necessary. The States dedicate hundreds of employees to handling
these consumer complaints, and these resources strain to keep up
with the demand. With limited resources at both the State and
Federal levels, we should be talking about sharing responsibilities,
not preempting valuable resources.

This debate should not be about the protecting of or the advanc-
ing of one charter over another. It should not be about turf. It
should be about creating the best structure for a financial services
system that allows a wide range of financial institutions to compete
effectively and make their products and services available to all
segments of our Nation and that offers consumers protection and
remedies against fraudulent and misleading practices, no matter
the charter of the consumer’s financial institution.

If Congress finds that Federal preemption is necessary to achieve
this goal, we will accept that. With his actions, however, the Comp-
trol}!ler of the Currency is trying to cut off this discussion alto-
gether.

We urge Congress to look carefully at this regulation and its im-
plications and consider whatever actions may be necessary to clar-
ify the interaction of State and Federal laws, restore the balance
of the dual banking system, and reassert Congressional authority
over Federal banking policy.

Ultimately, you must decide whether you are comfortable putting
your constituents in the hands of an unelected official who, with
the stroke of a pen, seeks to sweep aside all State consumer protec-
tion laws and has effectively declared all national banks and their
operating subsidiaries in your State exempt from the authority of
your Governor, your State’s attorney general, your State legisla-
ture, and your State’s financial regulators.

Already on this panel you have heard conflicting certainties and
conflicting fears. Having read the second panel’s testimony, I ex-
pect you will hear more of the same. I assume that can only lead
to confusion on this Committee and certainly among your constitu-
ents as to the implications of these rules.

Given this confusion, we have a request. We would ask that this
Committee call on an independent source, such as the Congres-
sional Research Service or a select task force, to review all of the
claims and report to your Committee with their findings. In the in-
terim, we would ask that the Committee and the Congress have
the OCC rescind or suspend their rules. If the States are wrong,
with the rules rescinded we merely have the status quo—a consoli-
dating industry making record profits with a healthy and, for the
most part, State-chartered community banking sector. If the States’
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concerns are found valid, then Congress will have prevented a seri-
ous change in Federalism with constitutional consequences that
harm consumers, the banking system, and the economy.

Thank you very much, Mr. Chairman. I would be happy to an-
swer any of the Committee’s questions.

Chairman SHELBY. Thank you.

Generally speaking, shouldn’t it be the Congress of the United
States that would preempt something by statute, clearly do so,
rather than a regulatory body that would attempt to do it by regu-
lation, such as the OCC?

Mr. Cooper.

Mr. COOPER. Yes, sir, absolutely. We do not think that Congress
has, in fact, preempted State consumer protection laws and preda-
tory lending laws. That is a decision that you should make, not an
unelected regulator.

Chairman SHELBY. Mr. Hawke, obviously you believe that you
have that power to make a rule and that Congress gave you that
power. Is that right?

Comptroller HAWKE. I believe that power comes from the Con-
stitution, Mr. Chairman.

Chairman SHELBY. The Constitution.

Comptroller HAWKE. The Supremacy Clause of the Constitution
says that the laws of the United States are the supreme law of the
lind, and the judicial history of preemption is based on exactly
that.

Chairman SHELBY. How many national banks do we have in the
United States?

Comptroller HAWKE. We have about 2,100 national banks.

Chairman SHELBY. How many State banks do we have?

Comptroller HAWKE. I think there are probably close to 7,000
State banks.

Chairman SHELBY. So, 2,100 and 7,000. Are some of our larger
banks State banks?

Comptroller HAWKE. There are some. The Fed regulates a num-
ber of large State banks, and in Alabama, for example, there are
a number of large State banks that are doing a broad multi-State
business.

Chairman SHELBY. But, Mr. Hawke, if your regulations are
upheld, would there be one standard for the national banks and
one standard for the State-chartered banks?

Comptroller HAWKE. I think that depends on what the States do
with respect to their laws. But that, Mr. Chairman, is really what
lies at the heart of the dual banking system. There are Federal
rules that apply to national banks and State rules that apply to
State banks.

Chairman SHELBY. Mr. Cooper, do you want to comment on that?
Doesn’t that go to heart of it?

Mr. COOPER. It does go to the heart of it, and we are not saying
that we have the right to come in and examine the safety and
soundness of these banks. We do believe that is the exclusive pre-
rogative of the OCC. But State consumer protection laws, these na-
tional banks which do business in our State historically have abid-
ed by State consumer protection laws. And we are not just talking
about predatory lending, but do not call in other laws.
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Chairman SHELBY. How do you answer the question that Mr.
Hawke has proposed that his ability as Comptroller of the Cur-
rency to bring forth these rules or regulations to preempt the State
laws comes from the Constitution, not from the Congress? And if
it did come from the Constitution, just suppose, and if the courts
upheld it, Congress would have no play in there, would it?

Mr. CooPER. Well, if you extrapolate, that means that any law
that you would pass could apply and preempt

Chairman SHELBY. But he is saying, he is rationalizing his abil-
ity to do these regulations, as I understood.

Comptroller HAWKE. In the absence of any action by Congress.

Chairman SHELBY. That is right, in the absence of anything.

Mr. COOPER. We think it is clear what Congress has done. Spe-
cifically, in 1994, in Riegle-Neal, you said specifically Congress
should not prohibit the States from enforcing their consumer pro-
tection laws. We had the exact language in our written documenta-
tion. But we believe that you have spoken on this and that the U.S.
Supreme Court has spoken on this issue.

Chairman SHELBY. Well, let us go back to the national versus
State banks. You come from a State that is probably the second
largest banking State in the Nation after New York—North Caro-
lina. You have State banks and national banks. If this rule OCC
has brought forth is upheld, what does that say to the North Caro-
lina laws? They cannot be enforced against the national banks but
you can enforce them against the State banks? Is that correct?

Mr. CooPER. That is correct, Mr. Chairman. We are very proud
of our banking State in North Carolina, and we think clearly that
other lending institutions will cry foul and will say here the na-
tional banks have this exemption from State predatory lending
laws, we need the exemption as well. And what we fear even more
is that these national banks will attract more banks because of this
exemption from predatory lending laws.

Chairman SHELBY. Which would give them immunity in a sense,
would it not?

Mr. COOPER. Correct.

Chairman SHELBY. What practical differences will consumers
and national banks experience regarding the rules? In other words,
could you provide us some before and after the rule? You are the
Attorney General of North Carolina. How would you envision it?

Mr. CoOPER. Right now you are seeing State attorneys general
across the country take action against national banks and other
lenders, and you would not see that enforcement action anymore.

Chairman SHELBY. Because they would not have a right to do it,
right?

Mr. COOPER. That is correct.

Chairman SHELBY. But they would still have the right to go after
the State banks for doing the same thing.

Mr. COOPER. That is correct. And that is fundamentally unfair.

Chairman SHELBY. Okay.

Comptroller HAWKE. Mr. Chairman, could I respond to one point?

Chairman SHELBY. Sure, go ahead.

Comptroller HAWKE. I think Riegle-Neal has really been mis-
stated. I think Riegle-Neal demonstrates exactly the opposite.
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First of all, since the beginnings of the national banking system,
there has been an explicit Federal statute that says that the OCC
has exclusive visitorial powers over national banks. Unlike the ar-
gument that the State AG’s are making, there is no exception in
that statute for nonsafety and soundness matters, like consumer
protection. That is made very clear by Riegle-Neal.

Riegle-Neal, in the interstate branching context, says that State
consumer protection laws will apply to national banks unless they
are preempted, and that if they are not preempted, the OCC is the
exclusive enforcement authority.

Within the last 10 years, Congress has explicitly addressed that
issue, and it is simply not true, as the Commissioner said, that we
preempt all State consumer protection laws. That is exemplary of
the kind of gross exaggeration of what we have done that we are
having to deal with. We do not preempt State fair lending laws. We
do not preempt State unfair and deceptive practices laws. We ad-
dress only those laws that deal with deposit-taking and lending,
which are the essence——

Chairman SHELBY. Do you think you could preempt them under
your constitutional power?

Comptroller HAWKE. Probably not. We have not considered that.
But we have not preempted them. We are actually taking the posi-
tion that——

Chairman SHELBY. In other words, where should the line be
drawn?

Comptroller HAWKE. We are taking the position that they are not
preempted.

Chairman SHELBY. Where should the line be drawn, Mr. Cooper,
between State and Federal?

Mr. COOPER. State consumer protection laws that protect con-
sumers should not be preempted by the OCC. We are not arguing
with their powers to examine banks and make sure there is safety
and soundness. But laws that protect consumers in the particular
State should be obeyed by national banks, as well as State banks.

Chairman SHELBY. Mr. Hawke, just briefly, succinctly, restate
the thrust of your legal analysis that your counsel came upon to
determine where to draw the line.

Comptroller HAWKE. Our legal analysis traces back to the 1819
decision of the Supreme Court in McCulloch v. Maryland, which
said that the States do not have the constitutional authority to re-
strict or limit or condition the powers that Congress has conferred
on a Federally created entity. That is the ultimate basis for our
preemption rule, plus many Supreme Court and other Federal
court decisions since that time.

Chairman SHELBY. Your regulations, as I understand it, Mr.
Hawke, contain a new predatory lending standard for national
banks. Is that correct?

Comptroller HAWKE. That is correct.

Chairman SHELBY. Which prohibits them, that is, the national
banks, from making “any type of consumer loan based predomi-
nantly on the bank’s realization of the foreclosure value of the bor-
rower’s collateral without any consumer of the borrower’s ability to
repay the loan according to its terms.” How does this standard dif-
fer, Mr. Cooper or Mr. Gee, from some of the State predatory lend-
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ing standards that have been passed? Is it adequate or inadequate?
I do not know.

Mr. COOPER. I think it is inadequate, Mr. Chairman. That is cer-
tainly something that should be done. Asset-based lending should
be prohibited. All they have after that is general unfair and decep-
tive trade practices.

In my opening comments, I outlined all the specific problems
that are faced with predatory lending, and you need to go through
and specifically point out those problems.

In North Carolina, we found that our general unfair and decep-
tive trade practices act did not work. That is why we came forward
and adopted our specific predatory lending law.

Chairman SHELBY. Mr. Gee.

Mr. GEE. Mr. Chairman, I certainly agree with General Cooper.
The other thing I would add is that States right now, you have to
remember that operating subsidiaries of national banks are gen-
erally State chartered. Many of them are State licensed. They are
examined by the States. They are regulated by the States. They are
overseen by the States. That has been the practice.

And so in those examinations you find, you know, violations, you
find deceptive practices. The States have taken action in those
cases, and that has benefited, obviously, national banks and their
operating subsidiaries because, up until this regulation, they have
been subject to State oversight and State supervision.

Chairman SHELBY. Can the OCC singlehandedly and sufficiently
conduct oversight of national banks and their operating subsidi-
aries you referenced? Or will consumer protection suffer because of
the lack of State resources and manpower?

Mr. Gee.

Mr. GEE. Mr. Chairman, from our perspective, we think the OCC
does not have the ability and does not have the wherewithal to ad-
dress consumer protection adequately. As I mentioned in my re-
marks and more in my written remarks, I come from a small State
where there is no OCC office, no presence, to our knowledge. Con-
sumers do not know about the OCC. They are not listed in the
phone book. When they have a problem, they call our office. They
call the State AG. They are not aware of the OCC, and we do not
think that after these regulations the OCC is going to have a pres-
ence in a State like ours. And there are hundreds and hundreds
of State examiners and the investigators and examiners with State
Attorneys General’s offices that are dealing with these problems on
a day-to-day basis. We do not think the OCC has the resources to
replace them.

Chairman SHELBY. Mr. Cooper.

Mr. CooPER. Mr. Chairman, the OCC is late to the consumer
protection arena. Only in the year 2000 did they wake up and say,
hey, we may need to start enforcing consumer protection rules
here. The Senate might think this was laying the groundwork for
preemption. What you are doing is taking away years and years of
experience of State banking regulators and attorneys general’s
staffs who have experience in dealing with these consumer com-
plaints.
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You have seen a home loan, how thick it is. Going through each
one of those papers trying to investigate wrongdoing by lenders is
a lot of work, Mr. Chairman.

Chairman SHELBY. Mr. Hawke, do you want to respond to that?
Can you do the job?

Comptroller HAWKE. We can do the job. And we do the job. We
have enormous resources. We have hundreds and hundreds of bank
examiners who have enormous clout over the banks that we super-
vise. We can get remedies. When matters are called to our atten-
tion, we can get remedies overnight in our banks, and we do not
have to go to court and suffer the expense and delay of court ac-
tions to get remedies.

In Idaho, for example, where there are branches of five multi-
State national banks, if we find problems in those banks, we can
go right to the heart of the matter. We can go to the top of the or-
ganization and get corrections. And as far as people in Idaho not
knowing what our telephone number is, there are literally tens of
thousands of people around the country who are able to find our
telephone number, and if they cannot, they are referred to us by
the State authorities. We have an enormously effective consumer
assistance group that processes 70,000 inquiries annually—com-
plaints that come from all over the country, from all types of peo-
ple. And it is a very effective operation.

Chairman SHELBY. Senator Sarbanes, thank you for your indul-
gence.

Senator SARBANES. Mr. Hawke, in your statement you say, right
at the outset, that it is important not to lose sight of three funda-
mental points, and one of the points you do not want us to lose
sight of it: “There is no evidence that they are the source of preda-
tory lending practices.” “They” being national banks. I am quoting
you correctly, I take it.

Now, I would like to ask you: Does this statement include the op-
erating subsidiaries of national banks?

Comptroller HAWKE. Yes, it does, Senator.

Senator SARBANES. Okay.

Comptroller HAWKE. And the State attorneys general bear that
out.

Senator SARBANES. No, that is not my understanding.

Comptroller HAWKE. Well, that is what they have said. They may
be saying something different today, but they have said that re-
peatedly in statements that they have filed.

Senator SARBANES. What is it they have said?

Comptroller HAWKE. They have said that the problems of preda-
tory lending are problems that exist almost entirely in the unregu-
lated segment of the financial services industry, and they are not
problems that are found to any extent with national banks or Fed-
eral thrifts or their subsidiaries. That is their statement.

Senator SARBANES. Is that right, Mr. Cooper?

Mr. COOPER. I do not know what statement he is reading from,
Senator.

Comptroller HAWKE. I can provide the statement.

Mr. CooPER. I think that may have been made by

Chairman SHELBY. We would like to have it for the record.
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Mr. CoOPER. One of the attorneys general in the OTS issue, but
I will back up and say that, yes, the majority of the problems have
been with the finance companies. But there are problems with na-
tional banks, and, in fact, the only case that has been brought
under the North Carolina predatory lending law—there was a class
action case of consumers—was against a national bank.

You know, we hope that they can do the job, but why undercut
us as well? And we are very concerned, too, that this recruiting
process and with these subsidiaries that that is going to be attrac-
tive that they can skirt State predatory lending laws. So there is
just no need to undercut State regulators here. We can work to-
gether. They can enforce, we can enforce, just like we do with other
Federal agencies. And these banks are sophisticated, just like any
other retailer.

Senator SARBANES. My understanding is that, first of all, that
reference was in a different context and, in any event, was not as
absolute as your statement. And I want to pursue your statement
for a moment, Mr. Hawke. Let me just read it to you again: “There
is no evidence that they”—meaning the national banks—“are the
source of predatory lending practices.” And you just said that you
encompass within national banks their operating subsidiaries.

Has the OCC conducted a survey or study of the extent of preda-
tory lending by national banks or their operating subsidiaries?

Comptroller HAWKE. We have not conducted a survey.

Senator SARBANES. Has the OCC conducted a hearing on preda-
tory lending as a number of other governmental agencies have
done?

Comptroller HAWKE. We have not held a hearing, but we have
had an extensive rulemaking process, and we have sent out exten-
sive guidance on the matter. We have also asked consumer groups
and State law enforcement officials, both, to provide us with any
evidence that they have of national banks or their operating sub-
sidiaries engaging in predatory practices.

Senator SARBANES. Does the OCC know what percentage of na-
tional bank mortgage lending is subprime?

Comptroller HAWKE. I do not have that number at my fingertips,
Senator Sarbanes, but subprime lending in national banks is a rec-
ognized subcategory of lending and

Senator SARBANES. Do you know what percentage of national
bank mortgage lending is subprime?

Comptroller HAWKE. I cannot tell you that.

Senator SARBANES. Does the OCC know the average points and
fees charged by national banks and operating subsidiaries of na-
tional banks?

Comptroller HAWKE. No, we have not calculated——

Senator SARBANES. How do you make these flat-out judgments
about no evidence of predatory lending practices when you do not
know the underlying situation that would enable one to make that
conclusion?

Martin Eakes, who is testifying on the next panel, the head of
the Center for Responsible Lending in North Carolina, states in his
testimony that has been submitted to the Committee, “The OCC ig-
nores existing evidence of predatory lending within national banks,
and their affiliates and subsidiaries. Despite some contradiction be-
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tween this claim and the assertion that OCC has led pioneering
efforts to shut down predatory lending, this claim is belied by alle-
gations brought by consumer advocates and researchers regarding
national banks.”

Comptroller HAWKE. I do not know what Mr. Eakes is referring
to. He talks about national bank affiliates, which are not subject
to our jurisdiction. They are subject to holding company jurisdic-
tion. I base my statement not only on the repeated statements of
the State AG’s, but also on the absence of any referrals of com-
plaints or evidence from consumer groups or State law enforcement
officials.

Senator SARBANES. Well, we will have Mr. Eakes here, and we
will get his response to that.

Now, let me ask you this question. You cite as precedent for your
preemption action preexisting OCC regulations and judicial pre-
emption decisions. You also cite laws that have been determined to
be preemptive for Federal thrifts by the OTS.

I take it that you are taking the OTS determination and just
folding them in. Is that correct?

Comptroller HAWKE. We reflected the same scope that the OTS
has embodied in its longstanding regulation on the same subject.

Senator SARBANES. I guess the answer to my question is, yes; is
that right?

Comptroller HAWKE. Yes, Senator.

Senator SARBANES. The standard you cite is “obstruct, impair, or
condition.” You say that is the judicially established standard for
Federal preemption.

The Barnett Bank decision, which we understand is the most
prominent recent Supreme Court case on national bank preemption
and which was cited in Gramm-Leach-Bliley, used the standard
“prohibit or significantly interfere with a nationally bank’s Con-
gressionally authorized powers.” Do you view the standard con-
tained in your regulation as different from the standard in the
Barnett Bank decision?

Comptroller HAWKE. No, I do not. There is a lot of language in
Barnett, and people have tended to pick up one or two words from
it, but I think Barnett completely supports the articulation of the
standard as I made it.

Senator SARBANES. Do you have a view on that, General Cooper?

Mr. CooOPER. We believe that their interpretation of Barnett
Bank goes beyond significant impairment.

Senator SARBANES. Well, obviously you think—and, Mr. Gee, 1
guess you agree with this—that the Comptroller, to some extent,
is taking the view, well, you know, I have not really done anything
here. I mean, what I have done is just simply state what the lay
of the land is. But no one seems to perceive it the same way as
the Comptroller. I mean, everyone else seems to think he really has
done something in terms of preemption, and I take it on the ground
that is exactly the way it is working. In fact, I have been told that
banks have been told just to ignore the attorney generals or the
other State officials; is that correct?

Mr. CoOPER. That is correct, Senator. I think recently they told
them that it is okay for them to send forward the complaint to
them and to take the complaint, but they reemphasized in that sec-
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ond letter that State attorneys general did not have the authority
to enforce them. So here we are dealing with national banks with
a complaint, and we have no authority to enforce our State law
against a national bank. That is a concern.

Senator SARBANES. Mr. Gee, do you have any observation on
that?

Mr. GEE. Senator, I would make the same observation. While the
OCC did come out with guidance, and it is guidance only—it does
not have the force and effect of a rule—clearly, the direction that
national banks were receiving before, and there were a couple of
well-publicized incidents where national banks actually told either
State attorneys general or State bank commissioners, “We do not
have to deal with you any more. We do not have to respond to you
any more,” and that is the message that has clearly been indicated
to national banks.

Comptroller HAWKE. Senator Sarbanes, can I respond to that?
There was some misreading of what we said, and we moved very
quickly to clarify that. Our position should be understood very em-
phatically. We do not encourage our banks to stiff-arm State law
enforcement authorities. We have advised them that when they get
a consumer complaint referred by a State law enforcement author-
ity or State attorney general, they should take it seriously, they
should respond, they should provide information back as to the res-
olution of the matter. We have adopted special procedures in our
Customer Assistance group to deal with referrals from State au-
thorities.

We do not take the position that our visitorial powers rule, which
is really based on longstanding Federal statute, it prevents State
law enforcement authorities from calling a bank and referring a
consumer complaint to them. That is simply not the case. What it
does prevent is State law enforcement officials going to court to en-
force a State consumer protection law against a national bank, and
that is clearly grounded in Riegle-Neal and in the basic visitorial
powers statute.

Senator SARBANES. Mr. Chairman, I see my time is up. I want
to be fair to Senator Allard.

Chairman SHELBY. There will be another round.

Senator SARBANES. I will wait until the next round.

Chairman SHELBY. Senator Allard.

Senator ALLARD. Mr. Chairman, I want to follow up on the direc-
tion of your first question. Did you say that the Constitution is
where you derive your authority and not from legislation that was
passed by the Congress?

Comptroller HAWKE. What I meant, Senator Allard, is that the
Congress has plenary power to deal with these issues however they
see fit. But in the absence of-

Senator ALLARD. That is not entirely true either, but go ahead.

Comptroller HAWKE. I mean in terms of preemption. Congress
can decide that a Federal law that confers powers on a Federal en-
tity should not be viewed as preempting State law, and they do
that all the time. There are many examples where they have done
that. But in the absence of any expression by the Congress as to
the preemptive effect of a Federal law, the case law, which goes
back well into the 19th century, is very clear—that the Supremacy
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Clause of the Constitution prohibits the States from adopting any
law that restricts, impair,s or conditions the exercise of powers that
Congress has conferred on a Federal entity, like a national bank.

Senator ALLARD. Well, but that is right. I mean, the Congress
confers that, we do that through authorizing legislation.

Comptroller HAWKE. The Congress confers the power on the
banks, and in the absence of any expression of intent by Congress
that State law should be applicable to the exercise of that power,
the Constitution preempts the State law.

Senator ALLARD. In other words, what are the limitations on how
many rules and regulations you can pass? Is it your view that you
can pass any law or regulation, as long as Congress does not tell
you not to do it?

Comptroller HAWKE. Not at all, Senator. First of all, our regula-
tion, in our view, and I do not recognize the description of it from
some of the comments, does no more than codify longstanding prin-
ciples. We have not created new standards of preemption.

Senator ALLARD. Here is what I am looking at. I have the Con-
stitution here, and I am reading Section 8, 9, and 10. In Section
8, it says what powers Congress has and what powers the Federal
Government has. It says what powers they do not have. And then
in 10 it says what powers the States do not have.

And then I look over here in Amendment No. 10, the Tenth
Amendment to the Constitution, “The powers not delegated to the
United States by the Constitution nor prohibited by it to the States
are reserved to the States respectively or to the people.”

And I am trying to figure where you come up with your authority
to be able to pass rules and regulations, unless it is authorized by
the Congress of the United States.

Comptroller HAWKE. Senator, the Supremacy Clause of the Con-
stitution says that the Constitution and laws of the United States
shall be the supreme law of the land, and the Supreme Court has
consistently interpreted that in the context of Federally created in-
strumentalities, like the national banks.

Senator ALLARD. I keep looking for that. The closest I can come
to that is “to make all laws which shall be necessary and proper
for carrying into execution the foregoing powers and all other pow-
ers vested by this constitutional Government of the United States
or in any department or officer thereof.” Is that what you are call-
ing the Supremacy

Comptroller HAWKE. No, that is not the Supremacy Clause, Sen-
ator. The Supremacy Clause says that this Constitution and the
laws passed pursuant to it shall be the supreme law of the land.

Senator ALLARD. And where is that?

Comptroller HAWKE. I do not recall what section.

hSenator ALLARD. I was going through here, and I did not see
the——

Comptroller HAWKE. It is in there.

Senator ALLARD. What I do see——

Comptroller HAWKE. It is——

Senator ALLARD. I am not a lawyer.

Comptroller HAWKE. I have not practiced law for a long time.

Senator ALLARD. But I did not see anything with the kind of lan-
guage that you are talking about. However, I do see specific powers
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granted to the Federal Government and to the Congress. I see spe-
cific powers denied them. I see specific powers denied to the States.
And then I see an amendment here in the Constitution that says
specifically, that any other laws that are not mentioned automati-
cally go to the States and the individual.

It seems to me that you are really stepping out quite a ways on
thinking

Comptroller HAWKE. Senator——

Senator ALLARD. —you have all of these rules to promulgate

Comptroller HAWKE. I, respectfully——

Senator ALLARD. There is not any authorizing legislation.

Comptroller HAWKE. I, respectfully, disagree, Senator. The Su-
premacy Clause says that the laws of the United States are the su-
preme law of the land. That is what the Supreme Court relied on
when it said—

Senator ALLARD. What is the rule——

Comptroller HAWKE. Can I just finish my answer?

Senator ALLARD. Yes.

Comptroller HAWKE. That is what the Supreme Court relied on
when they said that the States do not have the power to limit the
exercise of powers that Congress has conferred on Federally cre-
ated institutions. The Tenth Amendment does not reserve for the
States the right to regulate Federally created institutions.

Senator ALLARD. I am not saying that.

Senator SARBANES. Is it your position that a State cannot effect,
in any way, Federally created institutions?

Comptroller HAWKE. Since McCulloch v. Maryland, the law has
been that the States, absent the conferral of explicit authority by
Congress, do not have the power to condition, limit, or obstruct the
exercise of powers that the Congress has conferred on Federally
created entities like national banks.

Senator ALLARD. That is not the argument I am making, and I
do not think that is the question that the Chairman was asking.
Where do you get your authority to promulgate the rules? We are
not talking about the Supremacy Clause and saying that the States
have any authority over what you are doing, but we are talking
about where you get your authority?

Comptroller HAWKE. We have explicit rulemaking authority
under several statutes. One is the explicit power that Congress
gave us to write the rules relating to the exercise of real estate
lending powers by national banks, and there are other statutes
that confer rulemaking power on us. But absent——

Senator ALLARD. I think that is the question.

Chairman SHELBY. In other words, what is the source of what
you are trying to do? Because as I hear from the—thank you for
yielding to me without asking.

Senator ALLARD. Mr. Chairman, any time.

[Laughter.]

Chairman SHELBY. Thank you, Senator Allard. But as I under-
stand the Attorney General’s Association, all 50 Republicans and
Democrats have banded together and are going to challenge what-
ever you do here, and you are trying to do, your regulation, period.
Is this correct, Mr. Cooper?

Mr. CooPER. That is correct.
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Chairman SHELBY. Do you believe he has the basis he is talking
about to do this?

Mr. CooPER. We do not believe that the

Chairman SHELBY. That is what I was asking and it is what Sen-
ator Allard’s——

Mr. CooPER. We do not believe that the combination of Supreme
dCouﬂt precedent and laws that Congress has passed allows him to

o that.

Now, clearly, there is disagreement on what the law is. You guys
can decide what the law should be. We can fight all day about this
and probably will in court, unless Congress acts. And I think it is
critical for you all to look at this, and I am glad that you are be-
cause you can say yea or nay on these rules, and I think Mr.
Hawke would probably agree with that.

Senator ALLARD. Yes, I just wanted to get that clarified a little
bit, Mr. Chairman.

Chairman SHELBY. You go ahead. Since you graciously let me
take your time, you proceed.

Senator ALLARD. No, no. I took your question.

Chairman SHELBY. Well, you added to my question.

Senator SARBANES. Well, does Mr. Hawke agree that we can say
yea or nay?

Comptroller HAWKE. Absolutely, Senator. The OCC is

Senator SARBANES. It comes not from the Constitution, but from
statute.

Comptroller HAWKE. The Congress created the national banking
system. It can repeal it. It can do anything it wants with the na-
tional banking system.

Chairman SHELBY. Where does the Constitution come in? The
Constitution will preempt the statutes of the United States Con-
gress.

Comptroller HAWKE. The Constitution comes in, Mr. Chairman,
when Congress has not spoken, when Congress has not specifically
said State law should apply, and it has in many cases. When Con-
gress has not said that State laws shall apply to a Federally cre-
ated entity like a national bank, then the Constitution prohibits
the States from acting to restrict or condition or obstruct the exer-
cise of those powers that Congress has conferred on those entities.

Senator SARBANES. Which are the powers we conferred on the
lloanks that constitute the basis of preemption of predatory lending
aws.

Comptroller HAWKE. The basic power to conduct a banking busi-
ness, the statutory power

Senator SARBANES. So you believe the power to conduct a lending
business embraces the power to conduct the predatory lending
business; is that correct?

Comptroller HAWKE. Not at all, Senator, and I also wanted to
mention

Senator SARBANES. Well, if it does not embrace it, then why
should the State not be able to act in the area of predatory lend-
ing? If it is not embraced, I do not see any of the basis for the pre-
emption.

Comptroller HAWKE. If I could finish my answer, Senator
Sarbanes
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Senator SARBANES. The State would be able to act.

Comptroller HAWKE. If T could finish my answer, the Congress
has explicitly provided that national banks can make real estate
loans under rules that the OCC has determined, and we have
issued such rules. What the State antipredatory lending laws do is
impose conditions on the exercise of the power to make real estate
loans by national banks.

I am not trying to justify predatory lending. We have ample
power to deal with predatory lending where we find it. What I am
saying is that the Constitution does not permit the States to adopt
rules that condition or limit the exercise of real estate lending pow-
ers by national banks. Congress can change that, if it sees fit. Con-
gress can adopt a national predatory lending standard that applies
to the real estate lending powers of all banks. But in the absence
of that kind of law, the constitutional principle operates.

Senator SARBANES. Well, except the OCC is the one that is put-
ting forth the regulation. The fact of the matter, we have been talk-
ing about power, but there is also the question of the wisdom of
what you are doing, over and above—there is nothing in the Con-
stitution that compels you to do this. So, in a sense, we are back
to the wisdom of what you are doing, about which everyone is
sounding an alarm bell.

Comptroller HAWKE. Senator, I do not have the ability to apply
the constitutional principle based on my own judgment about
whether a particular law is a desirable one or an undesirable one
or a good one or a bad one. The constitutional principle operates,
and it has operated for almost two centuries in our history.

I should say that these preemption issues are raised all the time
in the courts. One of the reasons that we put out this rule was to
try to bring some clarity to the subject. We win these preemption
cases all the time. When we preempted the Georgia antipredatory
lending statute, the Georgia attorney general was asked to take us
to court, and he reviewed the precedents and said that he thought
there was so little chance of overturning us in court that he would
not even sue us.

So, if the State attorneys general want to test these issues in
court, I think that is perfectly appropriate.

Chairman SHELBY. Senator Carper, thanks for you indulgence.

STATEMENT OF SENATOR THOMAS R. CARPER

Senator CARPER. Not at all.

Welcome Mr. Gee, Mr. Cooper. Mr. Gee, are you the bank com-
missioner for your State?

Mr. GEE. Yes, Senator, I am.

Senator CARPER. What do they call you back there—commis-
sioner? Commissioner Gee?

Mr. GEE. Director.

Senator CARPER. Director Gee. Are you appointed by the Gov-
ernor or how do you serve?

Mr. GEE. Yes, I am, Senator.

Senator CARPER. Governor Dirk Kempthorne?

Mr. GEE. Yes.

Senator CARPER. You tell him an old Governor from Delaware
sends his best.
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Mr. GEE. I will do that, Senator.

Senator CARPER. Mr. Cooper, where are you from in North Caro-
lina?

Mr. CoOPER. I am from Rocky Mount.

Senator CARPER. Are you, really?

Mr. COOPER. On I-95, yes, sir.

Senator CARPER. My wife is from Boone, up in the mountains,
and we have a lot of family up there in Watauga County and down
around Cary and Holly Springs.

Chairman SHELBY. Everybody knows why Senator Carper carries
all three counties in Delaware.

[Laughter.]

Chairman SHELBY. All of them.

[Laughter.]

Chairman SHELBY. Go ahead.

Senator CARPER. We have not carried any counties in North
Carolina yet, though.

Chairman SHELBY. There are just three.

Senator CARPER. I am glad you are here and look forward to
working with you.

Was Governor Easley your predecessor?

Mr. COOPER. Yes, he was.

Senator CARPER. Mr. Hawke, how are you doing?

[Laughter.]

Comptroller HAWKE. Well, I hope I feel as good when I leave as
I did when I came in.

Senator CARPER. We hope so, too. We appreciate your being here.
We appreciate all of you being here.

A person who is not here is Senator Zell Miller, and he has
shared with me, the staff has actually shared with me a note from
him, and I am going to just go ahead and ask this one on the
record. I will just read it, rather than paraphrase it, since it is not
very long. It is from Senator Miller to Mr. Hawke. It deals with a
letter that was written to you—you may have heard of this—a let-
ter that was written to you by the bank commissioner, I guess by
Director Gee’s counterpart in Georgia.

It was written to you back on August 21, 2003, requesting clari-
fication on several matters relating to the OCC’s preemption. Ap-
parently, Zell Miller’s staff got involved in February of this year be-
cause the State bank commissioner had not received a response to
his or her August 21 request. And, finally, the response came to
the commissioner of Georgia on April 2, 2004, which is probably
about 8 months after it was made.

There may be a perfectly good excuse for the delay in that kind
of response. We got our mail lost after the anthrax attacks and
ricin attacks. Some mail gets lost for months, and maybe you have
a similar problem, I do not know. But just for the record could you
tell us why it took so long to respond to Commissioner Sorrell.

Comptroller HAWKE. There is no excuse for that, Senator Carper.
I learned about this several weeks ago. I was extremely upset. This
is not the way we should be treating inquiries from State officials.
Frankly, it is black mark on our record. I called Commissioner
Sorrell the other day and told him that we would have a letter to
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him the next day, and we did. I am deeply regretful that that inci-
dent occurred, and I have apologized profusely to him about it.

Senator CARPER. Thanks very much. We will convey that to Sen-
ator Miller.

The reason why I was willing to raise this, on behalf of Senator
Miller, is that it relates to a question I am going to ask of Director
Gee and General Cooper, and particularly to Director Gee.

In our State, as the Chairman says, we are a pretty small State.
We only have three——

Chairman SHELBY. A very important State, the first State.

[Laughter.]

Senator CARPER. I yield to the Chairman for however much time
he wishes to consume.

[Laughter.]

Chairman SHELBY. Any time you want.

Senator CARPER. We focus a lot in my Senate office, we did when
I was governor of Delaware, and our bank commissioner’s office fo-
cuses a lot on constituent service, being able to respond in a timely
way to the people who inquire on particular issues.

How does it work in Idaho? You are not a little state geographi-
cally, but you are a fairly small State, in terms of population, like
us. But how would constituents, consumers, if you will, who had a
gripe or a beef or a concern with a practice of a nationally charted
bank, how would they have acted or behaved in your State prior
to the promulgation of this rule and how might they be expected
to take their beef or complaint or gripe now under this new rule?
How has it changed?

Mr. GEE. Thank you, Senator, for the question.

The difference is, before the rule, as I mentioned in my testi-
mony, most consumer complaints do come to our office or the Attor-
ney General’s Office. Whether it is against a national bank or a na-
tional bank subsidiary, those complaints and inquiries come to our
office. This is especially true when there is some type of major
transaction involving a national bank; for example, a merger or
consolidation, acquisition, closing of a branch office.

Those kinds of major transactions generally facilitate a lot of
complaints or inquiries to our office. And before this rule went into
effect, our office responded to those complaints. Our office has a
very good working relationship with the national banks that oper-
ate in our State. We have contact people in all of those national
banks. We work out the resolution of those complaints with those
contact individuals. Quite often they will make restitution or re-
solve the complaints in an appropriate way.

The operating subsidiaries quite often, as I mentioned, are actu-
ally regulated by either our State or other States licensed by the
States and overseen and examined by the States. After this rule
goes into effect, we have lost all of that power and authority to reg-
ulate operating subsidiaries of national banks. We no longer have
jurisdiction. A lot of those companies not only in our State, but
around the country, are turning in their licenses to the States.

States no longer have jurisdiction to respond to consumer com-
plaints or inquiries or any authority over those operating subsidi-
aries. And it is primarily those operating subsidiaries is where our
concern about predatory lending and other abusive lending prac-
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tices occur, and we have lost our authority. The attorney generals
have lost their authority. The attorney general in our state has lost
their authority with respect to those operating subsidiaries and
also complaints against the national bank.

We no longer have authority, under our State’s consumer protec-
tion laws or other laws. Generally speaking, as the Comptroller
points out, there are some laws that still apply, but, as a general
rule, if you look at all of the actions, for example, the attorney gen-
eral in our State over the last 3 years, has brought three major en-
forcement actions against national banks.

Those actions now cannot be brought under the consumer protec-
tion laws of our State. Those have been preempted by these regula-
tions. So our ability to help consumers, resolve their complaints,
whether it is the national bank, and especially the subsidiaries of
national banks, has been preempted.

Senator CARPER. If I could ask General Cooper a similar ques-
tion, then, Mr. Hawke, I am going to ask you to respond as well.
I am going to give you extra time, if we could.

Mr. COOPER. Senator, let me state clearly, and I think the direc-
tor may agree, we do not concede that these new rules take away
our authority because we are going to fight this every step of the
way in court. We believe you can do something about it now, but
we do not concede that in expressing our concern to you.

But right now thousands of North Carolina consumers call my of-
fice because they want help. I testified earlier that we receive thou-
sands of phone calls regarding national banks and that in the last
2 years, we have received about a thousand written complaints re-
garding national banks, and they file these complaints because
they believe that I have the authority to do something about it.

If the OCC ultimately is successful here, I will not have the au-
thority to do something about it. What I said earlier is this takes
50 cops off the beat. We believe that they have the authority, and
we have the authority. We should both have the authority because
there are enough problems that are around regarding these issues
where we all need to be involved in protecting consumers.

There are numerous examples where Federal authorities and our
offices work closely together. We have even had that with the OCC
in the past. We want to continue that, but do not take away our
authority.

Senator CARPER. Mr. Hawke, in responding, let me just——

Comptroller HAWKE. Senator

Senator CARPER. But before you say it, one of the concerns that
I have, and it is really underlined by what was shared with us by
Senator Miller was, you know, if you happen to be a constituent
in Idaho or a consumer in North Carolina, Delaware, Maryland, or
Alabama, and if the State Bank Commissioner of Georgia has to
wait 8 months for a response, what can a consumer expect?

Comptroller HAWKE. The failure of us to respond in Georgia was
a unique situation and something that I apologized for.

Consumers do not have to wait, and law enforcement officials do
not have to wait. For the day-to-day complaints that consumers
have, and Members of Congress know only too well, they hear from
their constituents about a variety of things. We hear 60,000 or
70,000 times a year from customers of banks, not just national
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banks, about the kinds of everyday problems they have with their
banks. Fifteen thousand of those we refer back to other agencies
because they do not apply to national banks. We have an enor-
mously effective system of getting complaints to the right people.

We receive hundreds and hundreds of complaints from State law
enforcement officials in that process. Nothing that we have done in
our new regulation prevents the attorney general or his staff in
North Carolina from calling a national bank and saying, “I have
got this complaint. What is this all about? Can you get this fixed?”

What Federal statutes do prohibit, and this has been the case
since the beginning of the national banking system, and it was re-
inforced 10 years ago in Riegle-Neal, is State attorneys general tak-
ing administrative or judicial enforcement actions against national
banks. The law is absolutely clear on that, in my view, and I do
not think it is a close call. We are happy to have that tested in
court because I think it is very clear, and we have won that case
in court on several occasions.

The important thing here, Senator, is getting customers’ prob-
lems solved. And I think that if we take a cooperative and coordi-
nated attitude about these things, we can get that done.

The Attorney General of New York recently filed a lawsuit
against the subsidiary of one of our national banks. That suit will
go on for months, if not years. When we found out what the cus-
tomer’s complaint was, we called the bank and got it fixed over-
night. We had a similar complaint last year from another bank
that came into our customer assistance group. They called the ex-
aminer in charge of the bank. He went down the hall to the bank’s
consumer affairs person, and the problem was fixed immediately.

When a bank examiner goes to an officer of a bank with a cus-
tomer complaint, he or she has enormous influence to get those
things resolved. If we could work together with the States and use
our clout though examiners, use our customer assistance group, use
the very far-reaching enforcement powers that we have, we could
all do a better job of solving the problems of consumers. This
should not be a competitive game. It should be a cooperative game.

Senator SARBANES. Do you apply that line of thinking to State-
chartered operating subsidiaries of national banks?

State-chartered operating subsidiaries of national banks, do you
apply that line of thinking to them?

Comptroller HAWKE. Absolutely, Senator. And this is another
issue that

Senator SARBANES. The State, it has no reach over them, even
though they come in for a State charter?

Comptroller HAWKE. They are organized under State corporate
laws, and they are licensed by us to carry out Federally granted
banking powers. Operating subsidiaries can only do what the par-
ent bank can do, and they are carrying out their Federally granted
powers. This case has been litigated at least three times. In each
case, our view on this has been upheld. There are two cases pend-
ing now in which the same issue is being raised, and we are await-
ing decisions.

This is a lawyer’s issue. We will either win it or lose it. It is not
going to be the end of the world one way or the other. But, I think
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our position on this one is absolutely sound, and we have had three
court decisions that have agreed with us on that.
Chairman SHELBY. Senator Schumer.

STATEMENT OF SENATOR CHARLES E. SCHUMER

Senator SCHUMER. Thank you, Mr. Chairman. Once again, thank
you and Senator Sarbanes for holding a timely hearing. I thank our
witnesses.

I think this is a very interesting issue, and obviously you have
two conflicting values at hand. On the one hand, as we move into
the 21st century, financial markets tend to be national. We have
had some of the insurance industry come to us and say they want
a national charter because they do not want to go through 50
States to get every new regulation approved. They have a new an-
nuity product. Even when they have friendly regulators, they do
not want to take the time.

On the other hand, we have always had a Federal system. And
as I think it was Judge Brandeis said, the States are the labora-
tories. And when you go preempt, you undercut the States being
laboratories. And so I think there is not a clear-cut answer. I tend
to think, on pure financial issues, the way money flows back and
forth, and those kinds of things, you tend to have a Federal bias.
But it seems to me on consumer issues, particularly where dif-
ferent practices occur in different States, your ruling is going to
have an adverse effect, and I am troubled by it.

I am also troubled, as I know the Chairman, and Ranking Mem-
ber, and others were, that you rushed to judgment before we could
have hearings. This seemed, to me, to be an ideal issue, and I have
great respect for you, and we have known each other maybe close
to 2 decades in these banking areas, but this is an ideal area where
hearings should have occurred because of these conflicting values.

Take the issue that has raised the hue and cry in my State, and
that is the predatory lending. It may well be that predatory lending
is only endemic in a few States—certainly when it starts. Those
States become what Brandeis calls the laboratories, and we see, as
they pass laws, how well they work. And that is what has hap-
pened with predatory lending. There have been a few States that
have been way ahead of the game.

In New York, we have laws that protect consumers from balloon
payments, increased interest rates after default, loan flipping, neg-
ative amortization, oppressive mandatory arbitration clauses, lend-
ing without due regard to repayment ability, and financing of
points and fees in excess of 3 percent of the loan amount.

You point to an example where our State attorney general
brought an issue and you solved it. But I have to tell you, I have
been around for 20 years, and let me tell you, for even a Senator
or Congressman to knock on the OCC’s door and say we have a
problem and get quick action, when it is a local problem in par-
ticular, does not happen very often.

Senator SARBANES. If at all.

Senator SCHUMER. If at all. So maybe that happened once, but
this is our experience. You know, you are busy with a million other
things. This is not your jurisdiction.
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My question to you is, now, what is going to happen in New York
State if, in New York State, there are serious problems of the types
I listed, with heavy penalties, including allowing the mortgage to
be void, does the OCC have identical protections? What are you
going to do in the event that a complaint is issued against the lend-
er on some of these violations that I have mentioned?

Comptroller HAWKE. Well, two things, Senator Schumer.

First of all, in our preemption regulation, we set out what I think
is an extremely important standard that goes to the heart of preda-
tory lending. That is what I call the underwriting standard.

Second, we made clear:

Senator SCHUMER. Wait. Can you elaborate? How does the un-
derwriting standard deal with something like loan flipping?

Comptroller HAWKE. The underwriting standard does not ex-
pressly deal with loan flipping.

Senator SCHUMER. Does it deal with balloon payments?

Comptroller HAWKE. No, but we have addressed those in other
contexts.

Senator SCHUMER. Well, tell me how.

Comptroller HAWKE. First of all, we put out very extensive
advisories to national banks on these very practices that are associ-
ated with——

Senator SCHUMER. And if they violate the advisories?

Comptroller HAWKE. We will go after them for unfair and decep-
tive practices under the Federal Trade Commission.

Senator SCHUMER. How many have you begun to look into in
New York since February 12?

Comptroller HAWKE. I cannot tell you what——

Senator SCHUMER. Could you get that back to me?

Comptroller HAWKE. Sure. We have gone after:

Senator SCHUMER. The bottom line, sir, is this is an awful and
serious problem. It is generally done not by the major banks, but
by lots of others. It is done by the smaller ones. They will go seek
a national charter because there will be a lesser regulation there,
and, I mean, let us be real here. It is going to take years before
you go after them.

Furthermore, it is my understanding the OCC, you know, that it
was never my understanding that you had the authority to define
unfair or deceptive acts. Do you?

Comptroller HAWKE. We do not have the authority to adopt rules.
The Fed has the exclusive rulemaking authority, but we do have
the authority, on a case-by-case basis, using years and years of
Federal Trade Commission precedent to go after banks for unfair
and deceptive practices. And we have done that. We have done
that.

Senator SCHUMER. So, on balloon payments, if there were this se-
rious problem with these huge balloon payments, and poor people
who finally were able to buy a house. You know, they pay the mort-
gage for 2 years, and then there is this big balloon payment, and
no one ever explained to them adequately that that is what was
going to happen, what would happen? Let us say we found some
small national institution doing this repeatedly, would you have to
go to the Fed first to get permission?
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Comptroller HAWKE. No, not at all. And balloon payments are
not inherently unfair or deceptive or illegal. They have to be looked
at in context.

Senator SCHUMER. No, but let us say in the case of this bank
they were deceptive, and a guy making $20,000 a year was able to
pay $200 a month, and then in the third year he had to pay $1,000
a month.

Comptroller HAWKE. We could go after them using our unfair
and deceptive practices authority, and we would if it came to our
attention.

Senator SCHUMER. Can you tell me how many balloon payments
in the history of the OCC you have gone after?

Comptroller HAWKE. I cannot tell you that we have gone after
balloon payments as such, but we have gone after

Senator SCHUMER. It is not balloon payments. The point being
we are all in the real world here, and we all know, having dealt
with the OCC for a long time what you do very well and what you
do not do all that well. And going after smaller institutions, the
bottom-feeders in a certain way, that do some of these horrible
things has never been an OCC strength. And we all know it takes
a very long time. It takes time to convince people to even look at
something new. That is what is so frustrating here.

Now, you come in, without waiting for the Chairman’s admoni-
tion to let us have some hearings and ask you maybe we would
open a window of your thinking, and you just go preemption. And
I have got to tell you, even though I tend to believe in national
powers, as I say in financial things, I do not think that that is an
across-the-board statement and should be an across-the-board view.

I have to tell you, I think the OCC has hurt itself by doing this.

Senator SARBANES. Badly.

Senator SCHUMER. I have to tell you, and I would hope you would
even reconsider and maybe sit down with us. I mean, this Com-
mittee is hardly known as a radical Committee.

[Laughter.]

And to not sit down with us and try to figure out how to deal
with this fairly, and sit down with others, instead of just doing
this, I would strongly urge you to do it. You have created an out-
cry, and it is not on everything. It is not on even the idea of a na-
tional banking system. Again, I know the State regulators all want
to have as much say in this brave new world. They should have
less say than they used to. But there are certain areas, particularly
consumer and predatory lending, which are different in different
States, that do not interfere with the national banking system at
all, that you should be leaving it up to the States, and that is the
trouble with a blanket resolution.

Just explain this to me. Who defines what an unfair and decep-
tive action is, and what is your definition of it? That is a very
broad term.

Comptroller HAWKE. It is a very broad term. It is like unsafe and
unsound banking practices. The Federal Trade Commission Act
gives the Federal Reserve the exclusive authority to write across-
the-board rules. They have done very little in that respect.

Senator SCHUMER. Right.
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Comptroller HAWKE. We asserted the right to take individual ac-
tions—this is something no one else had ever done before until very
recently—and we have taken a number of actions where we issued
cease-and-desist orders and remedial orders for violations of the
Federal Trade Commission Act. And we have decades of precedents
from the Federal Trade Commission as to what constitutes unfair
and deceptive practices.

Senator SCHUMER. Do you think anyone out there in the banking
world knows what you think they are?

Comptroller HAWKE. If they read what we say, they should know,
because we have described it in our advisories on predatory lend-
ing.

Senator SCHUMER. Right. Somebody has told me, since 2000, you
have taken a grand total of five enforcement actions. Does that
sound correct?

Comptroller HAWKE. The first time we asserted this authority
was very recently. It had gone unused for many, many years until
we took the position that we had the authority to do it.

Senator SCHUMER. Well, I would posit to you that, A, there are
probably many more than five violations since 2000 and, B, if the
50 States could be involved in some of these areas—I do not know
what the five were—you would get a lot more enforcement with-
out—underline “without”—interfering with the need for a national
banking system and the fact that banking has become much more
of a national business than it was before.

Someone showed me the list here. Here is one of them. One bank
in Marin County, I guess, did not inform customers of extremely
low credit limits. Another one did not disclose application fees.
Providian, it says multiple deceptive marketing practices.

Comptroller HAWKE. We got a $300-million restitution judgment
against Providian.

Senator SCHUMER. But the others

Senator SARBANES. Who brought that action, the Providian ac-
tion? Who brought it?

Comptroller HAWKE. We brought it jointly with the local law en-
forcement authorities.

Senator SCHUMER. Who was first?

Comptroller HAWKE. We brought it together.

Senator SARBANES. That is not my understanding.

Chairman SHELBY. Let Mr. Cooper answer that.

Mr. COOPER. It is my understanding that the local district attor-
ney there in California began investigating it and later was joined
by the California Attorney General and the OCC, and that it was
a team effort because they all

Chairman SHELBY. But it was initiated locally or State.

Mr. COOPER. That is correct.

Comptroller HAWKE. It was a team effort, but we got a nation-
wide remedy, and what they got was a local remedy.

Senator SCHUMER. Well, but

Comptroller HAWKE. Senator Schumer, if I may——

Senator SCHUMER. Please.

Comptroller HAWKE. —take off on your point about the national
scope of financial services. In a State like Massachusetts, for exam-
ple, 75 percent of the mortgages originated in that State are origi-
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nated in offices of banks that are headquartered out of State. When
we find problems in a local office of a bank like that, we can get
a centralized remedy against that institution that covers their op-
erations nationwide, and that is something that nobody else can do.

Senator SCHUMER. But, sir, without your preemption, you could
do the same thing. You could have done just what you did with
Providian. As the local began to look at it, you could then join
them. In fact, I would argue, if I were the San Francisco or if some-
one, Mr. X, were the San Francisco D.A., after this ruling, he would
say, Look, I think this is horrible, but there is nothing I can do
about it other than go knock at the door of the friendly OCC and
hope that they will listen to me.

Comptroller HAWKE. The State’s action in Providian was against
the holding company. Our action was against the bank.

Senator SCHUMER. I understand, but

Comptroller HAWKE. And we joined together very effectively to
get a——

Senator SCHUMER. Can I just ask, it may have been asked, why
did you rush this thing through and not wait for hearings?

Comptroller HAWKE. Senator, we had had an extensive rule-
making proceeding on this. We believed that the legal precedents
were absolutely clear. We were facing great uncertainty in the mar-
ketplace. The States were increasingly adopting laws that they at-
tempted to apply to national banks. There was an increasing
amount of litigation. We have had 4 dozen lawsuits.

Senator SCHUMER. But would it not have made sense, sir, since
we have somewhat of a different experience than you, just because
we see different parts of the world, that before you did this, you
came, you heard our viewpoints, maybe you would have passed a
better rule? There is a feeling, I guess I have it, and I do not think
I am alone here, that there was a rush to almost avoid us looking
at this, making suggestions, et cetera, that you better get this done
before the heat continues to build.

And as I said, for a man of your distinguished record, I do not
think you served your institution well by doing this, even if some
change might have been warranted.

Chairman SHELBY. Thank you.

Comptroller Hawke, you are not here every day. I am going to
move on to something outside the parameters of the scope of this
hearing and just as important.

Comptroller HAWKE. I will be back in 2 weeks, Mr. Chairman.

Chairman SHELBY. This has to do with the Bank Secrecy Act
compliance. The public has been reading about the failure of Riggs
Bank to comply with the Bank Secrecy Act, especially in the area
of failure to file Suspicious Activity Reports, called SAR’s. You are
aware of all of this.

We are aware of the July 16, 2003 consent order issued by agree-
ment between your office, the Office of Comptroller of the Cur-
rency, and Riggs Bank. The order required Riggs to significantly
improve and upgrade its compliance, internal controls, and audit
functions concerning Riggs’ duties under the Bank Secrecy Act,
within 60, 90, and 100 days, respectively.

Can you provide the Committee a brief overview of how the issue
of BSA—Bank Secrecy Act—compliance is handled by our exam-
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iners. Specifically, do the examiners look at a general program, a
list of activities or programs the bank engages in? Do the exam-
iners ever look at individual transactions to gauge a bank’s compli-
ance with the Bank Secrecy Act?

Has Riggs met the deadlines established in the order that I re-
ferred to just a minute ago? Are you satisfied with their progress
as the Comptroller of the Currency to date? And given the empha-
sis—I know this is a lot, but this is important—on the SAR’s, the
Suspicious Activity Reports, as a tool that would allow bank exam-
iners, your bank examiners and others in the Government, to
gauge whether the integrity of the banking system is being ex-
ploited by criminals and terrorists?

Is the OCC adequately resourced, trained, and staffed to examine
the banks, under your jurisdiction, to fully inspect their compliance
with the Bank Secrecy Act? And you have recently named, I be-
lieve, is it Mark Levonin—is that his name? L-e-v-o-n-i-n—as the
Deputy Comptroller for Modeling and Analysis, a new position. Do
you see his duties as including a quantitative analysis of the risk
created within the banking community for failure to comply with
the Bank Secrecy Act requirements?

To better explain, will this gentleman, with his new post, create
models which will allow the Office of Comptroller of the Currency—
your office—and others within the Government to focus limited re-
sources by using models to identify banks which are most at risk
to be used for illicit purposes, including criminal activity and espe-
cially terrorism? You are very familiar with this order, I know.

Comptroller HAWKE. If we may, Mr. Chairman, submit a re-
sponse to those questions in writing, I would be pleased to do that.

Chairman SHELBY. Will you do this, and will you do it soon?

Comptroller HAWKE. Yes, sir.

Chairman SHELBY. Because this is a current object of concern to
not only this Committee, as the Banking Committee of jurisdiction
over this, but what people are reading and hearing and we know
has been going on.

Comptroller HAWKE. We will turn right to that.

Chairman SHELBY. Senator Sarbanes.

Senator SARBANES. Thank you, Mr. Chairman.

I know we have another panel, and we need to move along, but,
Comptroller Hawke, where does your budget come from?

Comptroller HAWKE. It comes principally from assessments that
we levy on national banks.

Senator SARBANES. So the more national banks there, and the
larger they are, the more potential you have for a bigger budget;
is that right?

Comptroller HAWKE. Our assessments are based on assets, and
there is a sliding scale of assets, so there is a relationship between
the volume of assets we supervise and our assessment revenue.

Senator SARBANES. When the OTS did its preemption ruling, did
some financial institution subsequently shift their charters into
charters that brought them under the jurisdiction of the OTS in-
stead of State or Federal banking authorities?

Comptroller HAWKE. Conversions occur quite frequently, Senator.
I cannot pinpoint whether a conversion of a national bank to a
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thrift or vice versa occurred in particular relationship to an OTS
regulation.

Senator SARBANES. Well, you have been concerned about your
budgetary situation. I believe I think I can remember you testifying
at the table on previous occasions that you were not getting the
same number of institutions of the same size and that that was
creating budgetary problems for you.

Comptroller HAWKE. Not at all, Senator. Our budget has been in
extremely good shape during all of the years that I have been
Comptroller. It has been well-balanced. We do not spend every-
thing that we get. We have created a significant contingency re-
serve.

What I had addressed this Committee about before was the enor-
mous inequity that exists between State and national banks be-
cause the Federal Reserve and the FDIC, in effect, provide a billion
dollars a year in subsidy to State banks by absorbing the cost of
their supervision. National banks pay the full cost of their super-
vision. State banks pay about 20 percent of the cost of their super-
vision, and I think that is an inequity that should be addressed.
That is one of the principal recruiting devices that the States use
in trying to persuade national banks to convert to a State charter.

Senator SARBANES. The Wall Street Journal has an article in
which they say, speaking about you, “Still, he does not apologize
for using the OCC’s power to override State and local laws
designed to protect consumers. Enjoying this aid provides an incen-
tive banks to sign up with the OCC. He says it is one of the advan-
tages of a national charter, ‘and I am not the least bit ashamed to
promote it.”” Actually, they put that part of it in quotation marks.

Comptroller HAWKE. Yes. There is no question, Senator, that pre-
emption is an important attribute of the national bank charter, and
I am a strong believer in the quality of the national bank charter.

Senator SARBANES. Now, you seem to be getting some pretty
quick results. I gather that on March 22, HSBC announced that it
was going to apply for a national shift from a New York charter,
but to a national charter; is that correct?

Comptroller HAWKE. Yes. HSBC is a very sophisticated organiza-
tion that knows all of the rules. Their decision on charter choice
is something that takes a lot of factors into account. I should point
out that HSBC was a national bank until about 10 years ago, and
5 years ago they acquired a large national bank in New York. They
know what the value of the national bank charter is, and they have
made a decision, on their own, based on a variety of corporate con-
siderations.

Senator SARBANES. Mr. Chairman, I am going to quote from it
a little bit, and then I would like to include in the record——

Chairman SHELBY. Without objection.

Senator SARBANES. —a statement put out by the Conference of
State Bank of Supervisors with respect to this HSBC announce-
ment that they were filing an application with the Office of the
Comptroller of the Currency to convert its U.S. bank operations
from its New York charter to a national charter. Thereby, high-
lighting the State’s serious concerns about recent sweeping pre-
emptions from the OCC for national banks and their subsidiaries.

They all go on to say:
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We are encouraged that HSBC has indicated that it intends to maintain House-
hold, HFC, as a State-licensed affiliate, in compliance with State laws and the his-
toric settlement with State attorneys general and banking departments.

And we know something around here about the practices of
Household that led to those.

However, the loopholes created by the OCC’s recent regulations preempting State
consumer protection licensing and enforcement laws, unfortunately, create incen-
tives to do otherwise.

In January, the OCC unilaterally preempted State laws regulating the operating
subsidiaries of national banks. That action has created opportunities for financial
institutions to escape State supervision and State enforcement while effectively op-
erating outside of the national bank.

If the OCC’s regulations stand and HSBC were to convert Household to an oper-
ating subsidiary, they could shield Household from enforcement of the agreement
it reached with the States. This change in structure would require not much more
than a move on HSBC’s organizational chart. Household would still be a State-char-
tered corporate entity, but the State’s authority would be voided.

While the OCC’s regulations may seem esoteric, the consequences are very real
for American consumers.

And I want to inject my own comment at this point here. You
said earlier, when we were having a discussion, well, these are law-
yers’ issues you said, when we were arguing about the preemption.
They are people’s issues. You might characterize them as lawyers’
issues, and they may get resolved in a judicial proceeding, but the
impact of them are on people, real, live people, many of whom are
exploited and taken advantage of.

This statement goes on to say,

According to the OCC, the States no longer have the authority to investigate or
enter into enforcement agreements with an entity like Household if it is a national
bank or a State-chartered operating subsidiary of a national bank.

This makes no sense to the American public. State financial regulators and attor-
neys general have been at the forefront of pursuing predatory lending and a host
of other consumer abuses. We believe the local accountability must be a part of our
Nation’s new and rapidly evolving system of nationwide financial services. As an or-
ganization, the Conference of State Bank Supervisors is committed to a system of
financial regulation that is responsive to consumers at the State level, while also
evolving to provide a rational environment for all financial institutions, large and
small, to operate.

That seems to me to be a good, common-sense statement, and I
think it, in part, explains why there is so much concern about the
actions you have taken.

Thank you.

Comptroller HAWKE. Let me just say, on Household, we are not
contemplating doing anything that would change the applicability
of the settlement agreement. The Household entity that is the sub-
ject of that agreement is a holding company subsidiary and not
part of the bank.

And on this issue, Senator, of operating subsidiaries, I want to
point out again that the only activities that operating subsidiaries
can engage in are those that are permissible for the parent bank.
All of these activities could just as readily be carried on in the par-
ent bank and, if they were, there would be no question at all about
the inapplicability of State law or the inapplicability of State law
enforcement jurisdiction.

Senator SARBANES. Why do you think they use the operating sub-
sidiaries?

Comptroller HAWKE. There are a whole host of reasons, Senator,
why institutions use the operating subsidiary. Sometimes it is an
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accident of the way the company happened to get into the business.
Sometimes they use it for the establishment of different compensa-
tion plans within the organization. There are a whole variety of
reasons why they do it.

Chairman SHELBY. Thank you. I thank all of you gentlemen. We
have another panel here, and I want to thank them for the indul-
gence. Thank you very much.

Chairman SHELBY. Our second panel will be Mr. Martin Eakes,
Chief Executive Officer, Center for Responsible Lending; Mr. Joe
Belew, President, Consumer Bankers Association; Mr. Walt
McDonald, President, National Association of Realtors®; Mr. Wil-
liam M. Isaac, Chairman, The Secura Group; Mr. Art Wilmarth,
Professor of Law, George Washington University Law Center; Mr.
James McLaughlin, Director, Regulatory and Trust Affairs, Amer-
ican Bankers Association.

Gentlemen, if you will all take your seats at the table. Your writ-
ten testimony will be made part of the record of the Banking Com-
mittee in its entirety, and I would ask that you briefly sum up your
remarks.

Mr. Eakes, we will start with you, if we could. Thank you, sir.

STATEMENT OF MARTIN EAKES
CHIEF EXECUTIVE OFFICER
CENTER FOR RESPONSIBLE LENDING

Mr. EAKES. Good afternoon. Chairman Shelby, Ranking Member
Sarbanes, and Members of the Committee, thank you for holding
this important hearing.

Senator SARBANES. I think if you pull that microphone closer to
you, it would be helpful.

Mr. EAKES. I am the CEO of Self-Help, a community develop-
ment lender based on North Carolina. With $1 billion of assets, we
are the largest single nonprofit community development lending or-
ganization in the country, which makes us about the size of one
Bank of America branch, for perspective.

Self-Help is a lender. We are one of the oldest subprime lenders
in the country. In 1984, we started making loans to credit-im-
paired, minority, single parents. Now, 20 years later, we have pro-
vided financing of $3 billion to 37,000 families in 47 States. We
have had very few defaults. If a subprime lender has a high num-
ber of defaults or foreclosures, they are doing something wrong.

I am also CEO of an organization called the Center for Respon-
sible Lending, a national organization with a staff of 40 lawyers
and business analysts that are dedicated to trying to stop preda-
tory lending nationwide. It is nonpartisan, research, legal focused.
I and my staff helped craft the North Carolina bill, and we have
worked in many of the States that have passed predatory lending
bills modeled on the North Carolina bill.

I am not going to say too much about North Carolina unless you
ask questions, since my friend, Roy Cooper, was here earlier. What
I would like to jump to is to respond to some of the comments that
were made in the earlier panel.

The first is the statement by Comptroller Hawke that he has no
evidence of national banks being involved in predatory lending. I
have to say that for that statement to hold, it means the OCC has
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to have covered its eyes and closed its ears because it has been
hearing a ton from people for at least the last 5 years. Let me give
you examples.

The first was Equicredit, which was a subprime lending organi-
zation as an operating subsidiary of Barnett Bank. Bank of Amer-
ica, which is one of my favorite banks, we have some of the great-
est banks in the world based in North Carolina, and I have worked
with every single one of them. Barnett Bank had this subsidiary
that turned out to be one of the worst predatory lenders in the
country, second only to the Associates First Capital. When Bank of
America—Nations Bank at that time—took it over, they inherited
this company that had all kinds of problems, had the largest num-
ber of foreclosures in Chicago and New York City of any lender.
Not once, never, did the OCC intervene to get restitution for—I am
not talking about hundreds of borrowers here. I am talking about
tens of thousands.

Second, First Union, which owned the Money Story—and, again,
to its credit, shut it down, as Bank of America did Equicredit—doc-
umented abuses in almost every State where the Money Store oper-
ated.

Third, Guaranty National Bank of Tallahassee, as you have
heard, was doing thousands of predatory second mortgages and
renting its charter to other lenders in North Carolina and other
States. The OCC never once provided restitution to any of these
borrowers. It took private enforcement and attorneys general.
These were all national banks.

First Horizon in New York, which basically decided that it would
not cancel a loan even after the loan date, had come and gone. The
person had been paying by automatic debit.

Mr. Hawke’s statement that, if you tell us, we can, with just a
glance, get a resolution I think is really disingenuous. For every set
of abuses you have, you only have one out of 200 people who has
the savvy and the fortitude to stand up and be the champion to
fight an abuse. If you solve it for just that one person and you ig-
nore it for the other 199, you have not solve the problem at all.

Finally, Wells Fargo. I have personally petitioned and provided
information. Wells Fargo has become one of the most abusive lend-
ers in the country. The OCC’s response to me when I requested a
hearing, it reminds me of some of the comments we have just had.
I actually got a written response back from the OCC that said, “We
have received written comments. We see no reason to have any
kind of hearing. The hearing won’t add any additional substance.”

On that point, I can tell you with 100 percent certainty that they
are wrong. Until you have, as I have, met with hundreds if not
thousands of people who break down and cry in front of you be-
cause they no longer have a home because of these abuses, you do
not understand the problem of predatory lending.

What I really want to say is that the OCC is simply not capable
of being an honest broker in the area of abusive loans. It is a struc-
tural problem. First, they have a financial conflict of interest. We
have heard that. Bank of America pays $40 million of fees each
year, thereabouts, to the OCC. How easy would it be for the OCC
to say we are going to really clamp down on you?



41

Now, Bank of America is a good bank. They do not have any
problems. Let us just stipulate that. But if they did, if they inher-
ited it, how easy would it be to say we are going to cut 10 percent
of your budget at the OCC by having this one bank leave? We have
had estimates that the top 10 banks represent 30 to 40 percent of
the total operating budget of the OCC.

Comptroller Hawke has made personal appeals to AmSouth,
banks in Alabama. BB&T has half of the State banking assets for
State banks in North Carolina. If they were recruited to become a
national bank, the supervision in North Carolina would be signifi-
cantly hurt.

The second reason that they are structurally unable to work in
this arena is that their interest is almost exclusively safety and
soundness. It trumps all other concerns. Even in its website and
its consumer pamphlets, it states: The OCC does not have a man-
date to engage in consumer advocacy, but is responsible for ensur-
ing the safety and soundness of the national banking system.

Number three, the OCC operates in secret. Essentially because
they believe that having public debate about a bank’s problems
could create a safety and soundness problem, they do not believe
that anything should be aired. In normal law enforcement, you
would think that having public enforcement is very critical to pro-
viding deterrence to other bad actors. So unlike HUD, the Treas-
ury, the Federal Reserve, the GSE’s, and Congress, the OCC has
never held a hearing on predatory lending concerns whatsoever,
ever. Even when the Associates was being purchased by Citibank,
it was viewed by the advocate community, by the lending commu-
nity as the most notorious predatory lending acquisition in history,
the OCC said, well, we just do not have the authority, even though
they are three little banks connected with Associates, we do not
have the authority.

Next, when Wells Fargo said we are going to combine all of the
20 different bank charters we have into a single bank, with some
newspaper reporting that the reason for that was they did not
want to have any privacy concerns if there was information shared
among those 20 banks, we requested a hearing of the OCC and we
documented the Wells Fargo abusive lending, and the response
was, well, we are not going to have a hearing either. Clearly within
their power.

My problem is not whether the OCC could have the ability to
take on the mantle of consumer protection. Mine is from the real
world, down in the trenches with lots of borrowers to tell you that
the OCC simply does not have the will or the backbone to stand
up and solve these problems.

My fourth reason: The OCC never requires restitution. It is one
thing to find a problem after it is already done, after people have
already lost their homes. In the mortgage lending arena, with all
the publicity of predatory lending that we have had over the years,
the OCC, to my knowledge, has one enforcement action ever of 30
borrowers for $1 million in the mortgage lending arena. That is pa-
thetic.

Finally, the fifth reason, the OCC simply does not understand
predatory mortgage lending. They just do not understand it. The
OCC defines predatory lending as collateral-based, asset-based
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lending. I have to tell you, that is not the problem. Maybe that is
2 percent of the problem, maybe 3 percent, and that definition
would be great if it really was the heart of the matter. But it is
not. The problem of program is a focus on individual homeowners
and the effort to strip the value of those homes away from them—
not to take the home. In fact, it is this hateful case of musical
chairs. The lenders want to have as much equity stripped but not
be the last lender that actually ends up foreclosing. The actual
foreclosing lender will lose $20,000 or $30,000, so no one wants to
be that. They want to calculate: Can I be the next to the last lender
that strips away the equity?

The OCC, in publishing its rules, had to trash all of the State
predatory lending bills, including North Carolina, reflections on
New Jersey and others, all of which I have been involved in.

I have been as provocative as I can be over the last 5 years say-
ing that any lender who finds a single borrower who cannot get
credit in North Carolina, bring them to me and I will make the
loan. Guess how many borrowers I have had presented? I have said
it in every forum. I have spoken probably a thousand times on the
topic. Never, not a one. They say, well, that is not fair for you to
ask. I said, well, that is what was asked of me when we started
the North Carolina predatory lending bill. Show me the abuses.
Show me that it is not just an anecdotal, case-by-case, one time.
And I showed dozens first, and then hundreds, and eventually
thousands.

So all I am saying is show me one, give me one. There are none.
Our bank commissioner says he gets 1,000 complaints. Not a single
complaint from a borrower who could not get a loan. It is just abso-
lute, outright disinformation. And the OCC has played a role in
that. They had a working paper which stated, just cavalierly, that
all of these laws are eliminating access to credit for poor people.
There is no evidence of that. Their working paper never even
looked at the fees piece of the problem. They were simply saying,
well, the interest rate may correlate with risk. The problem is that
up-front fees, back-end prepayment penalty fees, single-premium
credit insurance, all these things that are loaded into a loan so that
a borrower who does not understand loses their cash value equity.

The example I give is an elderly grandmother who has $50,000
of cash, provides multiple ways for someone to con her out of her
$50,000. There are a thousand different ways. But if that same per-
son has $50,000 of equity in a house, there is only one way, and
that is to refinance the loan and add fees into the value that essen-
tially eliminate—you want me to wrap it up? Is that what you are
saying?

In conclusion, I could talk about the legal issues, but it is really
more a moral issue and wisdom issue that I want to present to you.
I believe that Congress should intervene to overturn these rules. It
will do great harm. In North Carolina, we had the banks come to-
gether with the credit unions, which never happens on any topic.
And they come together to request a law that would govern all of
them, the banks, large and small, State and Federal, credit unions,
asking because we want to stop the scourge in our State and the
damage to our own reputations, we are willing to have a law that
applies to every one of us. When do you remember industry coming



43

in jointly to ask for a law and to have one distant Federal bureau-
crat say we are going to wipe that out with the strike of a pen?

I have to tell you, I did not choose to get into this work. I chose
to help people build wealth through homeownership. To have him
wipe that away is really infuriating to me.

Thank you.

Chairman SHELBY. Mr. Belew.

STATEMENT OF JOE BELEW
PRESIDENT, CONSUMER BANKERS ASSOCIATION

Mr. BELEW. Good afternoon, Mr. Chairman, Members of the
Committee, Senator Sarbanes. My name is Joe Belew. I am Presi-
dent of the Consumer Bankers Association, and we very much ap-
preciate the chance to give voice to our views on these issues. I will
try to keep my remarks brief.

As T have made clear in my written testimony, the CBA very
strongly supports the OCC’s recent rulemaking efforts to clarify the
extent of its authority over national banks and their operating sub-
sidiaries. These actions are in keeping with the letter and the spirit
of the National Bank Act as interpreted by over a century of court
opinions. They were only finalized after an extensive notice and
comment period that generated over 2,600 comments.

The proposals were issued against a backdrop of stringent OCC
examinations and a broad sweep of consumer protection, as well as
safety and soundness laws. We call the Committee’s attention to
the list we have provided of all these Federal statutes. They cover
virtually every imaginable area of consumer protection.

OCC enforcement is effective, in our view, because the agency
employs nearly 1,700 examiners to ensure compliance and safe and
sound operations. Many CBA members house some of the 300 or
So on-site examiners who are engaged in continuous—24/7 almost—
supervision of the largest banks.

Furthermore, the OCC has been forceful in enforcement of these
laws, when necessary. The Agency wants national banks to remain
the gold standard in their dealings with the public and to take
swift action in the rare instances when it discovers wrongdoing.
This tough approach by the OCC is not new. For instance, as far
back as June 2000, OCC Counsel Julie Williams put the industry
on notice at a CBA conference that the Agency would use all its
powers to anticipate and address any predatory lending concerns,
one reason such problems do not usually show up in national
banks. Another reason is that our members, predominantly na-
tional banks, are also going well beyond the requirements of the
law to promote financial literacy programs that will help shield
consumers, and these help customers of other institutions and
other companies.

For the fourth year, we are surveying our member banks to de-
termine the extent of their involvement in financial literacy efforts
as a measure of their sense of responsibility to the communities
and the markets they serve. The last survey showed that 98 per-
cent of our respondents sponsor financial literacy programs or part-
ner with others on financial education initiatives. The preliminary
results of the current survey show that the involvement of banks
in the financial education of homebuyers, students, the elderly, and



44

small business continues. We will be pleased to share the results
when they appear.

Financial literacy efforts are important, but they are not enough.
It is widely acknowledged that national banks are not the main
point of the problem. The OCC still is vigilant in its oversight. The
old expression holds true: “An ounce of prevention is worth a pound
of cure.” And that is why the Agency’s extensive examination and
oversight, coupled with swift enforcement when needed, lead us to
support the OCC’s rules as sound public policy.

I must say, departing from my text, that the bankers that I talk
to do not share a view that the OCC is somehow lax and asleep
at the wheel.

To be sure, there is another reason for our support, to be candid,
and that is, the banks’ need for predictability and uniformity across
their operations. CBA’s members, generally the country’s larger fi-
nancial institutions, typically operate in multiple States. Some are
in over half the States of the Union. Many operate literally thou-
sands of branches and have millions of customers, many of whom
relocate and maintain their old principal banking relationship in
their new State.

Increasingly, in recent years, national banks have been facing
the intrusion of State and local laws on their federally created pow-
ers. These actions created the need for greater clarity and predict-
ability for the banks and their subs operating in multiple jurisdic-
tions nationwide under the uniform guidance of the OCC. And
these regulations help provide that guidance and that clarity.

In summary, we support the OCC rules as being firmly grounded
in historical precedent and Congressional law, and we welcome the
clarity they provide for national bank operations.

We thank you again for the opportunity to be with you.

Chairman SHELBY. Mr. McDonald.

STATEMENT OF WALTER T. McDONALD
PRESIDENT, NATIONAL ASSOCIATION OF REALTORS®

Mr. McDONALD. Chairman Shelby, Senator Sarbanes and, Mem-
bers of the Committee, thank you very much for holding this hear-
ing and for inviting us here today to share the views of the Na-
tional Association of Realtors. My name is Walt McDonald, and I
am broker-owner of Walt McDonald Real Estate, a single-office,
independent firm in Riverside, California, specializing in property
sales, leasing, and lending. I have been a Realtor for 40 years, and
as President of the National Association of Realtors, I represent
over 1 million Realtors—Realtors who are involved in all aspects of
the residential and commercial real estate industry.

NAR’s members operate real estate brokerage, leasing, manage-
ment companies, and many own affiliated businesses such as title
agencies and mortgage lending companies. NAR members rep-
resent roughly 80 percent of consumers who buy and sell homes in
America.

Let me be clear at the outset. The OCC preemption rule favors
big business at the expense of the American consumer. It is bad for
consumers, it is bad for small business, and it is bad for Realtors.

But do not take just our word for it. There are many others—
and you have heard from a lot of them today—who oppose this rule
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and the improper overstepping of the OCC, including all 50 State
attorneys general, all 50 State banking supervisors, all 50 Gov-
ernors, the National Conference of State Legislators, State real es-
tate commissioners, AARP, Consumer Federation of America, to
name just a few.

This rule is the latest in a series of Federal regulators’ decisions
that give special treatment to big corporations without considering
the potential negative impact on consumers. The rule is helping to
create an industry that is dominated by a few large mega-banks,
leaving consumers with fewer choices and higher fees. And it sends
a clear message to consumers that the Federal Government cares
more about corporate America than about American consumers.

What is more, this rule and its tremendous potential impact has
been made without input from Congress. NAR believes that policy
decisions having such a profound effect on a whole industry, on
States rights, and on consumers should only be made by elected of-
ficials in Congress, and that is why we are here today urging the
Members of this Committee and the entire Congress to reassert its
authority in this area and to rein in the regulatory authorities and
to repeal the action of the OCC.

As recently as last week at the House Financial Services Com-
mittee oversight hearing on the OCC, Comptroller Hawke insisted
that real estate brokerage is not affected by this rule. While its re-
sponse is consistent with the correspondence between OCC and
NAR’s offices, it fails to recognize the immediate anticompetitive ef-
fect that this rule has on our members who own affiliated lending
operations.

Realtors will continue to be subject to all State laws, licensing,
and registration requirements. These rules protect consumers, and
they are good for our business, and we are happy to comply with
them. Unfortunately, though, under the OCC preemption rule, na-
tional banks and their operating subsidiaries no longer will need
to abide by these same rules and these same laws. It is simply not
fair that the local mortgage company will be required to pay var-
ious fees to the State and comply with numerous State regulations,
while the local branch for the mega-bank next door will be exempt
from those same rules and laws.

At a time when the mega-banks are becoming even larger and
more profitable, why does the OCC think that it is necessary to re-
move State oversight and State regulation? State laws, regulations,
and consumer protections have not kept big banks from enjoying
the largest profit margin that they have earned in decades. If the
current regulatory system is not broken, why does the OCC need
to fix it?

Moreover, this rule has other potential negative consequences for
both consumers and the real estate industry. Before February 12,
mortgage brokers in my home State of California had to be li-
censed. Now if they work for a national bank or its operating sub-
sidiary, mortgage brokers will not need that license. But there is
no comparable Federal mortgage broker license or regulation, and
neither the State law enforcement nor real estate officials can in-
vestigate or regulate those mortgage brokers.

NAR is disappointed that Comptroller Hawke once again is un-
willing to acknowledge that his new rule clearly and unmistakably
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declares that any State law that obstructs, impairs, or conditions
a national bank’s ability to fully exercise its powers to conduct ac-
tive business is preempted. The impact of the new rule goes well
beyond the type of laws that are listed in this rule. The Comptrol-
ler’s rule gives national banks wide latitude to simply ignore any
State law that they conclude conditions their activities.

It is difficult to imagine any State law that would not in some
way condition banking. It is this open-ended nature of the rule that
gives Realtors so much concern. Perhaps—and I think the question
was asked earlier, but perhaps this Committee can point to the
condition language of the rule and ask the question of Mr. Hawke
as to his view of the breadth of that term of the language. No one
else has been able to gain any specific definition from OCC.

NAR is concerned that the Comptroller’s new rule is yet another
link in the chain that will lead to national banks engaging in ac-
tivities beyond their current activities, such as real estate broker-
age, while remaining unconstrained by State consumer protection
safeguards and licensing requirements. It is clear to NAR that the
expansion of national bank activities at the expense of State con-
sumer protections is bad for consumers, it is bad for the commu-
nity-based businesses that serve them best, and NAR is firmly
committed to ensuring that Congress carefully scrutinizes the im-
plications of the Comptroller’s actions and takes the appropriate
legislative action to ensure that only Congress make such profound
policy decisions.

I thank you again for the opportunity to be here today, and I look
forward to any questions you might have.

Chairman SHELBY. Mr. Isaac.

STATEMENT OF WILLIAM M. ISAAC
CHAIRMAN, THE SECURA GROUP

Mr. IsaAc. Thank you, Mr. Chairman, Members of the Com-
mittee. It is my pleasure to be here. I am Bill Isaac, Chairman of
the Secura Group, and prior to founding Secura in 1986, I served
for 8 years on the Board of the FDIC, including 5 years as Chair-
man during the banking crisis of the 1980’s. My entire career has
been spent in the financial services industry in one capacity or an-
other, including a number of years as an attorney specializing in
banking law.

I must say I am confused by the uproar over the Comptroller’s
regulations because the Comptroller says that he is attempting to
codify, not change existing law, and I could not agree more. When
I went into the banking law practice in 1969, that was the law of
the land. I was representing national banks and State banks, and
everyone understood that national banks were governed by the
Comptroller of the Currency with respect to their activities, their
deposit and loan-taking activities, and that the States had no au-
thority over them. And then I became general counsel of a bank,
and I still understood that. And then I became Chairman of the
FDIC and I still understood that. And so I do not understand how
anybody thinks that the Comptroller of the Currency has done any-
thing to change existing law. He simply is putting it down in one
easy place for everybody to see and make their judgments about it.
If he 1s acting illegally, I presume the courts will overturn him. But
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I do not think we would be having these hearings today if the at-
torneys general really thought that he was going to get overturned.
I think they believe that what he the Comptroller has done is per-
fectly legal under existing law. They do not like existing law, and
they would like the Congress to change it. And so that is why we
are having these hearings.

The Conference of State Bank Supervisors and the attorneys gen-
eral have been claiming that the Comptroller is forging new ground
and, if his actions are upheld, it is going to undermine the dual or
State-Federal, banking system and will injure consumers. My per-
sonal view is that nothing could be further from the truth. I believe
the Comptroller’s preemption regulations are proconsumer. They
are very much in the interest of all banks, State and national char-
tered. The Comptroller’s rules are essential to the preservation of
our dual banking system because if the States are allowed to regu-
late national banks, we will not have a national banking system
anymore.

The Comptroller’s rules are fully in accord with 140 years of stat-
utory and case law, including decisions by the U.S. Supreme Court,
and are quite similar to the Federal preemption rules governing
federally chartered thrift and credit unions, which do not seem to
be in dispute at all. I am not sure why we are singling out banks
and not talking about credit unions and thrifts, if we are going to
talk about this issue.

The larger national banks do business throughout the Nation,
and they cannot operate effectively and efficiently if they must tai-
lor their products to the laws of 50 States and who knows how
many local jurisdictions. As I have sat through the hearing today
I have noticed that this issue is not discussed at all. How are these
banks going to operate if they have to comply with every law that
every city council decides they want to impose on a bank?

We had an example a few years ago in Santa Monica, when
Santa Monica’s City Council decided to regulate ATM fees different
than anybody else in California or the Nation was doing. The large
banks said to their customers in Santa Monica, “you cannot do
business in our ATM machines until this gets straightened out.” I
do not believe this was a proconsumer move on the part of Santa
Monica. Ultimately, the courts overturned the Santa Monica City
Council and said it could not interfere with the national banks’
ATM charges.

Inefficient regulation takes an even higher toll on regional or
community banks that serve customers across jurisdictional lines,
whether they are county, State, or city lines. The smaller the bank,
the smaller the base of customers over which to apply the extra
compliance, legal, technology, and paperwork expenses caused by
multiple regulatory schemes. Those who care about the vitality of
our Nation’s regional and community banks should not overlook
the impact of this issue.

The contention of the various State attorneys general and bank
commissioners that they are more effective than the Comptroller of
the Currency in enforcing their laws, their consumer protection
measures, strains credulity. The Comptroller has nearly 2,000 su-
pervisory personnel dealing with national banks each day. Those
personnel have enormous legal authority and even greater moral
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suasion with respect to national banks. While an attorney general
is huffing and puffing and threatening to go to court against a
bank without much effect, all it takes is a frown from the Comp-
troller of the Currency to bring a national bank into line. This is
particularly true of the larger banks, which simply have no choice
but to be on the good side of the Comptroller’s office.

I worked closely with State regulators throughout the country
when I served as Chairman of the FDIC. Indeed, the FDIC shared
oversight with the States of some 8,000 State banks. I know of no
State banking department that is better equipped than the Comp-
troller of the Currency to supervise banks for either compliance or
safety and soundness purposes.

I want to make one last point, because I am a little bit over my
time. Many if not most of the State banking departments, when I
was Chairman of the FDIC, were chronically short of financial and
personnel resources and relied heavily on the FDIC to assist in the
supervision of their banks and in the training of their personnel.
To my knowledge, they still rely on the FDIC heavily for both.

I find it somewhat difficult to imagine how or where the State
banking departments could possibly find the resources to take on
the additional duties of overseeing national banks within their bor-
ders. Indeed, the chart shown in my written testimony reveals that
the Comptroller of the Currency has nearly one examiner for every
bank under its supervision, while the State banking departments
have one examiner for every 48 institutions under their super-
vision. It is kind of like the dog chasing the car. I do not know
what they are going to do when they catch it. I hope they do not.

Thank you.

Chairman SHELBY. Mr. Wilmarth.

STATEMENT OF ARTHUR E. WILMARTH, JR.
PROFESSOR OF LAW
GEORGE WASHINGTON UNIVERSITY LAW SCHOOL

Mr. WILMARTH. Thank you, Chairman Shelby, Senator Sarbanes,
and Members of the Committee. I appreciate this opportunity to
appear before you to discuss my concerns regarding these two regu-
lations that the OCC has issued. The scope of the OCC’s regula-
tions is really not in dispute. As Comptroller Hawke has said, the
new preemption regulations effectively bar the application of all
State laws to national banks except in areas where Congress has
incorporated State-law standards into a Federal statute or where
the OCC deems that State laws have only a “incidental” effect on
national banks. In describing what the term “incidental” means,
the OCC has said that a State law is incidental only if it is part
of the “legal infrastructure” that makes it practicable for national
banks to conduct their federally authorized activities. According to
the OCC, a State law may not regulate the manner or content of
the business of banking authorized for national banks.

So, in other words, State laws apply to national banks only if the
OCC finds that they promote the ability of national banks to do
business. And, of course, as you have heard, the OCC’s preemption
rule applies not only to national banks themselves, but also to their
State-chartered operating subsidiaries.
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Comptroller Hawke has also said that the OCC’s preemption and
visitorial powers rules are deliberately designed to provide the
same field preemption regime to national banks that the OTS has
established for Federal savings associations and their operating
subsidiaries.

The OCC’s new regulation on visitorial powers prohibits any at-
tempt by State officials to sue in Federal or State courts to compel
national banks or their operating subsidiaries to comply with State
laws. As further explained in OCC Advisory Letter 2002-9, the
OCC exercises sole and unfettered discretion to decide whether any
particular State law is applicable to a national bank, and even if
it is applicable, whether that law should be enforced. The States
have no role to play beyond simply providing a referral of informa-
tion to the OCC.

Unless the OCC’s new rules are overturned by Congress or the
courts, I believe the rules will destroy the competitive balance be-
tween State and national banks that Congress has long maintained
within the dual banking system. The dual banking system simply
cannot survive unless there is a basic parity of competitive oppor-
tunities between State and national banks.

In addition, the OCC rules regarding operating subsidiaries will
seriously impair the States’ authority to regulate State-chartered
corporations and also to protect consumers from illegal, fraudulent,
and unfair financial practices.

There are several reasons why, in my opinion, the OCC does not
have authority to adopt its new rules.

First, the OCC’s attempt to create a regime of de facto field pre-
emption is contrary, in my view, to a long line of decisions issued
by the U.S. Supreme Court. For example, the U.S. Supreme Court
said in Atherton v. FDIC, in 1997, that “federally chartered banks
are subject to State law.” And as you have heard, the 1996 Su-
preme Court’s decision in Barnett Bank said that State laws apply
to national banks unless they “prevent or significantly interfere
with” the ability of national banks to exercise their Congressionally
authorized powers. Congress specifically endorsed the Barrett Bank
particular standard as part of the Gramm-Leach-Bliley Act.

I would also like to refer to the decision of National Bank v.
Commonwealth in 1870, which is referred to in both Atherton and
Barnett. In that case, the Supreme Court expressly distinguished
McCulloch v. Maryland, which the Comptroller is fond of quoting.
In McCulloch, the Supreme Court found that a particular State tax
was being used to destroy the Second Bank of the United States.
In Commonwealth, the Supreme Court said that where that is not
the case, where the State is not trying to destroy a national bank,
then national banks are “subject to the laws of the State, and are
governed in their daily course of business far more by the laws of
the State than of the Nation.”

I would also like to refer to the case of Osborn v. Bank of United
States, an opinion written by Chief Justice John Marshall, in which
he elaborated on his earlier opinion McCulloch. In Osborn, Chief
Justice Marshall explained that it was very important to under-
stand that the Second Bank of the United States was the fiscal
agent of the U.S. Government. It was, in practical effect, the cen-
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tral bank and was undertaking important public functions for the
Federal Government.

Chairman SHELBY. You are referring to McCulloch v. Maryland?

Mr. WILMARTH. I am discussing Osborn v. Bank of United States,
which was the next case.

Chairman SHELBY. Okay.

Mr. WILMARTH. In Osborn, Chief Justice Marshall was trying to
defend what he had done in McCulloch. And he said that if the Sec-
ond Bank of the United States was carrying on the “mere business
of banking,” a merely private business, then that business could be
lawfully taxed, regulated, or restrained by the States, even if it was
carried on within a Federal corporation. The Second Bank’s Federal
charter did not provide an immunity from State laws. What gave
the Bank its immunity was the fact that it was carrying on impor-
tant public functions.

Today’s national banks are not fiscal agents of the U.S. Govern-
ment. They do not issue currency. They are not the funding device
they used to be when they bought bonds of the Federal Govern-
ment and issued currency based on those bonds. The Federal Re-
serve Act of 1913 gave all those functions to the Federal Reserve
Board and the Federal Reserve System.

As the dissenting opinion pointed out in the First Agricultural
National Bank case in 1968—and the majority opinion did not dis-
agree—today’s national banks are entirely private entities carrying
on a private business. So, under Chief Justice Marshall’s analysis
in Osborn v. Bank of United States, they do not have any blanket
immunity from State regulation. They do have an immunity when
State laws directly conflict powers that with you, Congress, have
granted to them. But the OCC’s news rules go far beyond that. To
paraphrase Comptroller Hawke, he has said that unless you, the
Congress, declare that State laws apply to national banks, the OCC
will preempt all State laws that impose any condition or impedi-
ment on national banks. That simply is not the standard that the
Supreme Court has articulated in the cases I have discussed, nor
is it the standard that Congress adopted in the Riegle-Neal Act of
1994 or in the Gramm-Leach-Bliley Act of 1999.

Perhaps if questions permit, I would like to indicate further rea-
sons why I believe that the OCC simply did not have authority to
adopt these rules. To conclude, in cases like New York v. FERC,
535 U.S. 1, at page 18, and Ernst & Ernst v. Hochfelder, 425 U.S.
185, at pages 213 and 214, the Supreme Court declared that a Fed-
eral agency has no power to make law. It has only the power to
carry into effect the authority granted to it by Congress. And an
agency has no power to preempt State law on its own.

Chairman SHELBY. You believe this is an overreach, do you not?

Mr. WILMARTH. Yes, in my humble opinion, it is by far an over-
reach. And I think that is why you are seeing the extent of opposi-
tion and controversy surrounding the OCC’s rules. If it were indeed
not a matter of great controversy. I do not think we would all be
here today.

Thank you very much. I appreciate the opportunity to appear be-
fore your Committee.

Chairman SHELBY. Thank you, sir.

Mr. McLaughlin.
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STATEMENT OF JAMES D. McLAUGHLIN
DIRECTOR, REGULATORY AND TRUST AFFAIRS
AMERICAN BANKERS ASSOCIATION

Mr. McLAUGHLIN. Thank you, Mr. Chairman, Members of the
Committee. I am Jim McLaughlin from the American Bankers As-
sociation. We appreciate your holding this hearing.

ABA strongly supports this rule. I would like to summarize three
key points from my written statement.

First, in creating a national banking system, Congress explicitly
gave to the OCC exclusive powers to regulate national banks. Con-
gress also gave the Comptroller the authority to preempt State and
local laws that would conflict with those powers. It was 140 years
ago that Congress clearly gave the OCC the authority that is used
in this rule, and previous Comptrollers have used that power in
many instances over the 140 years.

Furthermore, court after court, including the Supreme Court
many times—and I will engage my associate in that debate if you
would like—has upheld that authority as shown in the list of cases
attached to my testimony.

Despite the controversy, to a very large degree the OCC rule does
not break new ground. The areas covered in the rule have, in many
cases, already been subject to preemption by the OCC. In the past,
these preemptive rules went forward generally on a case-by-case
basis. That approach worked when the State and local actions that
were preempted occurred infrequently. But recently we have seen
a proliferation of State and local actions. Several have ended upon
the courts where preemption was upheld.

That leads to my second point. This rule is needed to make it
clear to all parties where the line on preemption is. While most
legal experts in this arena know that State and local laws that im-
pinge on the fundamental activities of national banks are pre-
empted, State and local officials have often proceeded despite the
virtual certainty that their efforts will be struck down by the
courts. In the meantime, national banks face costly uncertainty as
to how to proceed with the business. Banks, the OCC, and tax-
payers of those State and local governments end up wasting consid-
erable resources in litigation. This OCC rule will help to avoid that
uncertainty and litigation cost by bringing together in one place
what was, in fact, occurring on a case-by-case basis.

Third, we are concerned that what many of the opponents of this
rule are advocating would render the dual banking system virtually
meaningless. The areas addressed by the OCC rule—lending and
deposit-taking—are fundamental to the business of banking. If
State and local governments can regulate these most basic activi-
ties of national banks and if States can examine national banks,
what is left of the national system?

Finally, much of the debate over this rule has been in the context
of the need to address the terrible problem of predatory lending.
There are two approaches to predatory lending that we believe
would work well without undermining the dual banking system.
The first involves cooperation between the OCC and State and local
officials. The OCC has indicated its strong interest in this kind of
cooperation.
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A second approach, which is not inconsistent with the first, is the
passage of targeted Federal legislation to address predatory lend-
ing. There are a number of areas where Congress has determined
that a Federal approach to a given consumer protection issue is
warranted. As you know, this is the approach recently taken by
Congress with respect to the Fair Credit Reporting Act. We would
be happy to work with your Committee, Mr. Chairman, should you
choose to consider a national approach to predatory lending.

Finally, if I may, Mr. Chairman, I would like to add a footnote
to my statement. I was very pleased to see the representative from
the National Association of Realtors here at the panel acknowledge
that real estate brokers are, in fact, competing in financial services
with national banks. He mentioned their mortgage affiliates. He
mentioned their title insurance and other insurance affiliates. We
welcome their competition. But I think that is a subject for another
hearing.

[Laughter.]

Chairman SHELBY. To Mr. Eakes, if the OCC had not come for-
ward with these rules, what negative consequences would there
have been for national banks and their customers in their absence?

Mr. EAKES. Sorry, say it again? If they had not come forward, I
do not think there would be any.

Chairman SHELBY. None?

Mr. EAKES. Uniformity of rules is highly overrated.

Chairman SHELBY. Mr. Belew.

Mr. BELEW. Let me address his last point. Uniformity of rules is
not highly overrated. With the numbers of customers, as I pointed
out, and banks operating subject to at least 20 or 25 State laws,
there is quite a lot to be said for national uniformity among banks,
thrifts, and credit unions.

Now, I may not have answered the first part of your question.

Chairman SHELBY. You did all right.

Mr. BELEW. Thank you.

Chairman SHELBY. Well, I will just ask you: In other words, if
the Comptroller had not come forth with these rules, what would
have happened?

Mr. BELEW. Frankly, I think it would have left the landscape
open for vast numbers of class action suits and litigation. More to
the point, it leaves both consumers and the financial industry at
a loss as to what the rules really are, and we want one set of rules.

Chairman SHELBY. What impact will the new rules have on the
development and the enforcement of consumer protection stand-
ards, Mr. Eakes?

Mr. EAKES. Well, my point on uniformity is that democracy is
messy, so is Federalism. If you do not have the experimentation in
eastern North Carolina dealing with mobile homes to figure out
how do you solve that problem, and you just cut it off and say we
are going to have one standard that is a very weak standard, the
problem is that we will never address and solve the problem that
we all abhor.

Chairman SHELBY. Mr. McLaughlin, do you want to reply to
that? In other words, what impact will the new rules that the
Comptroller has brought forth have on the development and the
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enforcement of consumer protection standards? It would preempt a
lot of the States, would it not?

Mr. MCLAUGHLIN. It would preempt some of the State laws, but
at the same time, we have seen consumer protecting initiatives
come from the OCC. This is part and parcel of the dual banking
system. The States charter, the States regulate and oversee State-
chartered banks. The Federal Government charters, regulates, and
oversees national banks. And if you, as the Congress overseeing the
OCC, think that the OCC should do a better job enforcing con-
sumer protection laws, you have that power. Similarly, each State
legislature has that authority over the State banking department.

Chairman SHELBY. Professor Wilmarth, I asked the previous
panel about the appropriate place to draw the preemption line. In
other words, where do you think the line needs to be drawn? How
do we do it?

Mr. WILMARTH. Well, I think the Barnett Bank decision tried to
give us guidance by saying that, yes, the States may not prevent
or significantly interfere with what you, the Congress, have author-
ized for national banks. Certainly the courts have found it possible
to apply that standard and to say: Is this a State condition that
is properly designed to meet a legitimate State interest and does
not represent a significant impairment or impediment to the na-
tional banks’ ability to conduct their federally authorized business?
Or is this a very onerous State restriction that greatly hampers the
ability of a national bank to exercise a particular power?

In Barnett Bank, the State of Florida was trying to prohibit the
exercise of an express national bank power. In the case of Franklin
National Bank v. New York, the State of New York tried to say
that a national bank could not advertise for savings deposits, could
not let it be known to the public that it was offering savings depos-
its. That was obviously a significant impairment on the ability of
national banks to do business. But the OCC’s view is that any
State condition, any impediment of any nature will be preempted,
which just sweeps the field clean.

So my own view is that the Barnett Bank standard establishes
the proper guidlines, standard, and there was no need for the OCC
to go beyond that standard. By going beyond Barnett Bank, par-
ticularly in the visitorial powers area, and by saying that we are
now going to prevent the State from bringing action in court to en-
force the law, even against an operating subsidiary, the OCC is try-
ing to prevent the kind of State enforcement that has proven to be
very effective and very necessary in the securities scandals, in the
mutual fund scandals, in some of the privacy violations. That State
enforcement simply won’t occur anymore.

Chairman SHELBY. Are you saying there will not be a remedy?

Mr. WILMARTH. Right. There will be no remedy. Essentially, as
Attorney General Cooper said, the OCC is taking a whole set of ad-
ditional law enforcement authorities off the beat. We have seen in
other areas of this evolving, very complex financial services mar-
ketplace, that uniform Federal regulation is not able to catch all of
the abuses that are occurring.

Chairman SHELBY. On a long-term basis, what is your view as
to the impact of the rules on the operation of the dual banking sys-
tem, Professor?
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Mr. WILMARTH. Well, as I say in my written statement and in
a forthcoming article, the impact will be very severe. The decision
of HSBC to convert to a national bank charter has already been
mentioned. Another very significant development is the decision by
JP Morgan Chase to take all 300 of their consumer lending offices
outside the New York City metro area and put them into a Federal
savings bank charter. And they said in their press release: “We are
doing this because of preemption.” That was one of the big factors
behind their decision.

So, I think there is no doubt that if the OCC’s preemption stand-
ard stands, is not changed, within the next——

Chairman SHELBY. It will be a big attraction, won’t it?

Mr. WILMARTH. Within the next 5 to 10 years, I think there won’t
be a single large multi-State bank that will be operating under a
State charter. And then the question becomes: Can the States sus-
tain any kind of meaningful banking system with only community
banks? At the same time, banks will no longer have any effective
choice of charter. There will not be much incentive for innovation
or flexibility among bank regulators. I actually think that the large
banks may well regret what they are now pursuing when they get
a regulator for which basically there is no exit, there is no option.
The dual banking system has made our economy unique, has
meant that all areas of our great country have been developed. If
you look north into Canada where they have had a uniform Federal
system with comprehensive Federal preemption, many people will
tell you that the banks up there are not involved in community de-
velopment in the same way that they are down here. And you do
not have nearly as many banks being involved either.

Chairman SHELBY. Gentlemen, I appreciate your patience today.
It has been a long afternoon. The first panel took a lot of time. This
is an important hearing, and we appreciate your participation.
Thank you very much.

The hearing is adjourned.

[Whereupon, at 5:18 p.m., the hearing was adjourned.]

[Prepared statements, response to written questions, and addi-
tional material supplied for the record follow:]



55

For Release Upon Delivery
2 p.m., April 7, 2004

TESTIMONY OF

JOHN D. HAWKE, JR.

COMPTROLLER OF THE CURRENCY

Before the

COMMITTEE ON BANKING, HOUSING AND URBAN AFFAIRS

Of the

U.S. SENATE

April 7, 2004

Statement Required by 12 U.S.C. § 250:

The views expressed herein are those of the Office of the Comptroller of the Currency and do not
necessarily represent the views of the President.



56

L Introduction

Chairman Shelby, Ranking Member Sarbanes, and members of the Committee, I appreciate this
opportunity to address the OCC’s recent rulemakings pertaining to the applicability of State laws
to national banks. Federal preemption of State law is a subject that touches on fundamental
characteristics of the national bank charter, fundamental responsibilities of the OCC, the
essential attributes of this country’s dual banking system, and how the interests of customers are

served by the national banking system and protected by the OCC.

I welcome the opportunity to explain how our rules further the longstanding purposes of the
national banking laws to ensure that national banks operate pursuant to a uniform set of
nationwide standards; how they reinforce and reaffirm the high standards of integrity and fair
treatment of customers that we expect of national banks; and how they preserve the distinct roles
of Federal and State regulators that define our dual banking system. I should emphasize that
these rules resulted from a process the OCC began in 2002, by discussing with consumer groups,
members of Congress and their staffs, and industry groups, the need for regulations to codify
well-established preemption precedents and clarify the regulations implementing the statute
governing the OCC’s exclusive visitorial powers. The actions that we ultimately determined to
take are grounded in the existing law, are not dramatic departures from existing preemption
precedents and principles recognized for Federally chartered institutions, and were taken in

accordance with established, formal rulemaking processes.
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In reviewing these rules, particularly as they affect State anti-predatory lending laws, it is

important not to lose sight of three fundamental points:

s National banks are highly regulated and closely supervised. There is no evidence that
they are the source of predatory lending practices.

o The OCC is committed to protecting customers of national banks; where problems have
arisen, our track record shows that we will act to fix them.

o We welcome opportunities to enhance information sharing and collaboration with the

States to address customer complaints and consumer protection issues.

My written statement, which addresses these points in greater detail, covers four areas. I will
begin by describing briefly what our new rules do, and, in order to address some confusion that
exists, what they do not do. Second, [ will describe the actions the OCC has taken to ensure that
customers of national banks are not subject to unfair, deceptive, abusive or predatory practices.
Next, I will explain the reasons why we issued these new regulations. Finally, my testimony will

address the principal arguments that have been advanced by those who question these new rules.

II. The OCC's Regulations

In January of this year, the OCC issued two final rules that address the applicability of State law
to national banks. The first regulation, which follows the approach taken by the Office of Thrift
Supervision (OTS) in its preemption regulations for Federal savings associations, clarifies the

extent to which the operations of national banks are subject to certain State laws by codifying the
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principles announced in a number of judicial decisions and OCC interpretations, as well as in
OTS regulations (the preemption rule). The second rule amended aspects of the OCC’s existing
regulation concerning the OCC’s exclusive “visitorial powers” with respect to national banks

(the visitorial powers rule).

Increasingly in recent years, States — and even cities and counties — have enacted laws that
attempt to constrain powers national banks are authorized to exercise under Federal law. In
addition to conflicting with Federal authorities, these efforts have resulted in greater uncertainty
about the standards applicable to national banks’ operations, costly litigation to resolve that
uncertainty, and in some respects, constriction of the availability of legitimate credit. One
purpose of our regulations is to provide the clear guidance needed to ensure that national banks
operate under uniform, predictable Federal standards. A second — and equally important — goal
was to ensure that the Federal standards under which national banks operate directly address and

prevent abusive or predatory lending practices. I next describe each rule in turn.

The Preemption Rule

The preemption rule adds provisions to our regulations expressly addressing the applicability of
certain types of State laws to national banks’ lending and deposit-taking activities. With regard
to these activities, the preemption rule states the general principle that, except where made

applicable by Federal law, State laws do not apply to national banks if they "obstruct, impair, or
condition" the bank's exercise of powers granted under Federal law. The rules’ preamble makes

very clear that these words are not designed to create a new standard of preemption, but rather to
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distill the various phrases the Supreme Court has used in its preemption decisions.! In the
lending and deposit-taking arcas, the preemption rule then lists certain types of State laws that
are preempted by Federal law and therefore are not applicable to national banks. In other words,
the rule preempts the types of laws listed in the rule; other types of laws remain subject to case-

by-case evaluation under established judicial standards.

For lending, examples of preempted laws include laws that restrict or prescribe the terms of
credit, amortization schedules, permissible security property, escrow accounts, disclosure and
advertising, and laws that require a State license as a condition of national banks’ ability to make
loans. For deposit-taking (in addition to laws dealing with disclosure requirements and licensing
and registration requirements), the laws listed include laws that address abandoned and dormant
accounts, checking accounts, and funds availability. In both areas, the listed types of laws either
are preempied under longstanding, pre-existing OCC regulations, have been addressed m OCC
preemption opinions, have been found to be preempted by the courts, or have been determined to
be preempted by the OTS with respect to Federal thrifts. Thus, they are the types of laws for
which substantial precedent exists recognizing the interference they pose to the ability of

Federally chartered institutions to operate under uniform Federal standards.

The preemption rule also contains two new provisions that expressly prohibit abusive or
predatory lending practices. First, the rule prohibits national banks from making any consumer
loan based predominantly on the foreclosure or liquidation value of a borrower’s collateral,
rather than on the borrower's ability to repay the loan according to its terms. This anti-predatory

lending standard applies uniformly to all consumer lending activities of national banks,

! 69 Fed. Reg. 1904, 1910 (Jan. 13, 2004).
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regardless of the location from which the bank conducts those activities or where its customers
live. This standard strikes at the heart of predatory lending, namely lending practices that

effectively swindle a homeowner out of his or her property.

Second, the preemption rule provides that, in connection with any type of lending, national banks
shall not engage in unfair and deceptive practices within the meaning of Section 5 of the Federal
Trade Commission Act (FTC Act), which prohibits "unfair or deceptive acts or practices” in
interstate commerce. We added an express reference to Section 5 to our rule in response to
commenters who urged us to affirm that this Federal standard applies to national banks. We
viewed this addition as particularly appropriate in light of the fact that the OCC pioneered the
use of Section 3 as a basis for enforcement actions against banks that have engaged in such

conduct.

It is important to emphasize that these new standards are comprehensive and they apply
nationwide, to all national banks. The rules apply strong protections for national bank customers
in every State — including the majority of States that do not have their own anti-predatory lending

standards.

It also is important to emphasize several things that the preemption rule does not do. The final
tule does not immunize national banks from all State laws, and it does not preempt
undiscriminating laws of general applicability that form the legal infrastructure for conducting a
banking or other business. Examples of laws that are not preempted are also identified in the

preemption rule and include State laws on contracts, rights to collect debts, acquisition and



61

transfer of property, taxation, zoning, crimes, and torts. The rule also does not disturb the status
quo concerning preemption of State escheat and unclaimed property laws; rather, it reaffirms that
preemption does not occur for those types of laws that the Supreme Court has found not to be
preempted.’In addition, any other law that only incidentally affects national banks' exercise of
their Federally authorized powers to lend, take deposits, and engage in other Federally
authorized activities would not be preempted under the final rule. This distinction is solidly

founded in decisions of the U.S. Supreme Court.

The rule does not preempt anti-discrimination laws. There appears to have been some
misunderstanding on this point, perhaps because some State predatory lending laws that actually
seek to regulate loan terms have “fair lending” in their titles.® The preemption rule, consistent

with Federal judicial precedents,” does not preempt laws prohibiting discrimination in lending.

The rule has absoluiely no effect on real estate brokerage. The rule neither enhances the ability
of national banks to engage in real estate brokerage nor preempts State laws pertaining to real
estate brokerage. National banks and their operating subsidiaries are not authorized to engage in
the real estate brokerage business. The rule addresses certain tvpes of State laws concerning real
estate lending, not brokerage. Suggestions that the rule affects real estate brokerage activities are

based on speculation about a combination of circumstances neither of which exists: (1)

2 Anderson National Bank v. Luckett, 321 U.S. 233 (1944).

? See, e.g., the Georgia Fair Lending Act, GA Code. Ann. §§ 7-6A-1 et seq., which does not address lending
discrimination.

* See, e.g., National State Bank v. Long, 630 F.2d 981 (3d Cir. 1980) (New Jersey anti-redlining statute applicable to
national banks); see also Peatros v. Bank of America NT&SA et al, 22 Cal 4% 147 (2000) (where Federal law
otherwise provides in employment discrimination context, State anti-discrimination statute not necessarily
preempted).
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authorization of national banks and their operating subsidiaries to conduct real estate brokerage
(they are not so authorized); and (2) an OCC rule preempting State real estate broker laws (there

is no such rule).’

In fact, the preemption rule does not authorize any new national bank activities or powers. The
rule does not address or affect activities authorized for financial subsidiaries. Nor does it
impinge on the functional regulation framework for insurance and securities regulation

established by Congress in the Gramm-Leach-Bliley Act.

Finally, the preemption rule makes no changes to the OCC’s rules governing the activities of
operating subsidiaries. The OCC already has rules on the books imposing the same terms and
conditions on national banks' activities whether they are conducted directly or through an
operating subsidiary, except where Federal law or regulation otherwise provide. By virtue of
these pre-existing regulations,® the preemption rule has the same effect on national bank

operating subsidiaries as it has on national banks.

* Concerns about preemption of State real estate brokerage laws appear to be prompted nat by the regulation the
OCC has issued, but by the possibility that national banks could, in the future, be permitted to engage in real estate
brokerage activities. Several years ago, the Board of Governors of the Federal Reserve System (Board) and the
Department of the Treasury (Treasury) issued a proposal addressing whether real estate brokerage should be
considered an activity that is "financial in nature," and thus permissible for financial holding companies and bank
financial subsidiaries. See 66 Fed. Reg. 307 (January 3, 2001). The OCC's preemption rule would not apply to real
estate brokerage activities even if the joint proposal were ever to be finalized. The rule does not apply to national
bank financial subsidiaries. Thus its provisions do not preempt any State laws — including State real estate
brokerage laws — for financial subsidiaries. Moreover, the preemption rule could not apply even if the Board-
Treasury proposal were finalized because the applicability of State law to financial subsidiaries is determined under
a different standard, that is, the standard that Congress expressly established in Section 104 of the Gramm-Leach-
Bliley Act. 12U.S.C. § 6701(d)(1).

© See 12 CF R §§ 5.34 (operating subsidiaries subject to same "terms and conditions” as apply to the parent bank)
and 7.4006 (applicability of State law to national banks). See also id. at § 34.1(b) (real estate lending rule applies to
national bank operating subsidiaries).
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The Visitorial Powers Rule

“Visitorial powers™ is a term used to refer to the authority to examine, supervise, and regulate
the afTairs of a corporate entity. Under the National Bank Act, the OCC has exclusive visitorial
powers over national banks. Specifically, 12 U.S.C. § 484 provides that “no national bank shall
be subject to any visitorial powers except as authorized by federal law, vested in the courts of
justice” or exercised by Congress or a committee of Congress.” This provision dates from the
earliest days of the national banking system and is integral to the overall scheme of the national

banking system and the ability of national banks to conduct the business of banking subject to

uniform, consistent standards and supervision, wherever in the nation they operate.

Existing OCC regulations implement the visitorial powers statute by providing that State
officials are not authorized to inspect, examine, or regulate national banks, except where another
Federal law authorizes them to do s0.° The amendment to the visitorial powers rule clarifies that
the scope of the OCC’s exclusive visitorial authority applies to the content and conduct of
national bank activities authorized under Federal law.” In other words, the OCC is the exclusive

supervisor of a national bank’s banking activities. The rule does not prevent State officials from

T12US.C. § 484.
£ 12 CF.R. § 7.4000.

° 69 Fed. Reg. 1895 (Jan. 13, 2004).
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enforcing State laws that do not pertain to a national bank’s banking activities, such as health and

safety standards or criminal laws of general applicability. *"

Another amendment to the existing rule also clarities that the preservation of visitorial powers
“vested in the courts of justice” does not grant State officials new authority, in addition to
whatever they may otherwise have, to use the court system to exercise visitorial powers over
national banks. State Attorneys General do not dispute that Federal law prevents them from
examining or taking actions directly against national banks, such as through cease and desist
proceedings. What our revised rule says is that they may not use the courts to accomplish
indirectly what they acknowledge the Federal statute prohibits them from accomplishing
directly.!! The visitorial powers rule does not preclude States from seeking a declaratory
judgment from a court as to whether a particular State law applies to the Federally authorized

business of a national bank.

Finally, like the preemption rule, the amendments to the visitorial powers rule make no change to
the treatment of operating subsidiaries. Thus, in accordance with previously adopted OCC
regulations, States generally can exercise visitorial powers over operating subsidiaries only to the

extent that they could exercise visitorial powers over a national bank.

9 Moreover, the rule is fully consistent with the Riegle-Neal Act, which specifically provided that the provisions of
any State law to which a branch of a national bank is subject under the Act “shall be enforced, with respect to such
branch, by the Comptroller of the Curvency.” 12 U.S.C. § 36{)(1)(B). Thus, when State law is applicable to
interstate branches of national banks, the OCC is required to enforce such laws.

! See Footnote 28 in Brief of Amici Curiae of 41 State Attorneys General in Support of Defendant, in Wachovia
Bank, N.4. v. Watters, Civil Action No. 5:03CV0105, U.S. District Court for the Western District of Michigan,
January 29, 2004
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Some of the comments we received during the rulemaking process and some reactions to the
final rules characterize them as "radical" or "dramatic” departures from the status quo. That

characterization is simply incorrect.

The standard used in the preemption rule encapsulates the standards that the United States
Supreme Court has applied in preemption cases for well over 130 years. It is phrased in words —
"obstruct, impair, or condition" — that are taken from those cases. We have emphasized that we
are not creating a new test for the threshold of preemption. The types of State laws identified as
preempted in the rule include types of laws that a Federal court has previously held, or that the
OCC has previously opined, are preempted, or that are already preempted under existing OCC
regulations. The other types of laws listed as preempted are virtually the same as those listed in
OTS regulations that have been on the books since 1996, The clarifications we have added to
our existing visitorial powers rule reinforce the point that the statutory prohibition on the
exercise of visitorial powers by authorities other than the OCC means what the text clearly says.
No one other than the OCC is empowered to regulate or supervise the banking business of
national banks unless Federal law provides that authority, and the statutory prohibition cannot be
defeated by resort to the courts to impose regulatory standards or sanctions that the statute

forbids State authorities from imposing directly.

What, then, has changed? What is different is that the legal conclusions that we have reached —
and that have been reached in the context of comparable Federally chartered institutions — in
preexisting rules, in legal opinions, orders, and sometimes briefs in litigation, are now collected

together in one place and codified in rules. Now, all national banks can look to one source to
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identify specific and predictable standards to define their compliance responsibilities with regard
to specified types of State laws. This is critically important if national banks are to be able to

operate efficiently and exercise fully the powers that Federal law gives them.

II1. The OCC's Commitment to Consumer Protection

The OCC's preemption rule both contains an anti-predatory lending standard and reaffirms the
applicability to national banks of the prohibition on unfair and deceptive practices that is
contained in the FTC Act. The addition of these provisions to our lending rules reinforces the
obligations of national banks and their operating subsidiaries to treat their customers fairly and
operate pursuant to high standards of integrity. Moreover, it is a consistent outgrowth of a series
of actions we have taken to deter abusive lending practices and insure fair treatment of national

bank customers.

It bears repeating that there is scant evidence that national banks and their operating subsidiaries
are engaged in predatory practices. This conclusion is borne out not only by our own
supervisory experience, but also by an extensive study of predatory lending conducted by the

Department of Housing and Urban Development (HUD) and the Treasury Department.'*

2 A Treasury-HUD joint report issued in 2000 found that predatory lending practices in the subprime market are
less likely to oceur in lending by —

banks, thrifts, and credit unions that are subject to extensive oversight and regulation . . . . The
subprime mortgage and finance companies that dominate mortgage lending in many low-income
and minority communities, while subject to the same consumer protection laws, are not subject to
as much federal oversight as their prime market counterparts — who are largely federally-
supervised banks, thrifts, and eredit unions. The absence of such accountability may create an
environment where predatory practices flourish because they are unlikely to be detected.
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Moreover, in a brief submitted in support of an OTS rulemaking concerning preemption of State
lending standards, 46 State Attorneys General said that:
predatory lending abuses are largely confined to the subprime mortgage lending
market and to non-depository institutions. Almost all of the leading subprime
lenders are morigage companies and finance companies, not banks or direct bank
subsidiaries. * * * .
Recent major state Attorneys General and Federal Trade Commission
enforcement actions and settlements targeting predatory lending activities have all
involved state housing creditors — namely, non-bank finance companies — and not

supervised depository institutions * * *

The Attorneys General are not aware of any similar actions relating to predatory
mortgage lending directed against federal thrifts or national banks. *

All 50 State Attorneys General reiterated this point in their comment letter to the OCC on the
proposal that preceded our final preemption rule, saying:
It is true that most complaints and state enforcement actions involving mortgage
lending practices have not been directed at banks. However, most major
subprime mortgage lenders are now subsidiaries of bank holding companies,
(although not direct bank operating subsidiaries)."*
It is important, in our view, that the Attorneys General, who have been clear about their
disagreement with our preemption rule, have not found national banks and their operating

subsidiaries to be engaged in predatory lending to any discernable degree. I mention the point

here, by way of preface, in order to emphasize that the approach the OCC has taken to combating

Departments of Housing and Urban Development and the Treasury, “Curbing Predatory Home Mortgage Lending:
A Joint Report™ 17-18 (June 2000), available at http:/fwww treas.gov/press/releases/report3076.htm.

In addition, the report found that a significant source of abusive lending practices is non-regulated mortgage brokers
and similar intermediaries who, because they “do not actually take on the credit risk of making the loan, . . . may be
less concerned about the loan’s ultimate repayment, and more concemned with the fee income they earn from the
transaction.” Id. at 40.

3 Brief for Amicus Curiae State Attorneys General, Nat'{ Home Equity Mortgage Ass n v. OTS, Civil Action No.
02-2506 (GK) (D.D.C.) at 10-11, 12 (emphasis added)
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predatory and abusive lending practices is tailored, appropriately, to the extent that the issue

exists in the national banking system.
The OCC's Anti-Predatory Lending Standards

The OCC is the first, and thus far the only, Federal banking agency to issue anti-predatory
lending guidance. Two advisory letters issued a year ago provide comprehensive supervisory
guidance directed at ensuring that national banks and their operating subsidiaries do not become

involved in abusive or predatory mortgage lending practices.'®

The OCC’s supervisory guidance details steps for national banks to take to ensure that they do
not engage in such practices. The guidance makes clear that national banks should adopt policies
and procedures to prevent predatory lending practices in direct lending and in transactions
involving brokers and purchased loans. FEach of the Advisory Letters expressly covers national

banks as well as their operating subsidiaries.

Significantly, AL 2003-2 provides that bank policies and procedures on direct lending should
reflect the degree of care that is appropriate to the risk of a particular transaction. In some cases,
this will entail making the determination that a loan is reasonably likely to meet the borrower’s
individual financial circumstances and needs. We also emphasize that if the OCC has evidence
that a national bank or its operating subsidiary has engaged in abusive lending practices, we will

review those practices, not only to determine whether they violate specific provisions of law

" National Association of Attorneys General, Comment Letter Re: Docket No. 03-16 (dated Oct. 6, 2003) at 10
(emphasis added).

3 See OCC Advisory Letter 2003-2, "Guidelines for National Banks to Guard Against Predatory and Abusive
Lending Practices,” February 18, 2003; OCC Advisory Letter 2003-3, "Avoiding Predatory and Abusive Lending
Practices in Brokered and Purchased Loans," February 18, 2003.
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such as the Home Ownership and Equity Protection Act of 1994 (HOEPA), the Fair Housing
Act, or the Equal Credit Opportunity Act, but also to determine whether they involve unfair or
deceptive practices that violate the FTC Act. Indeed, several practices that we identify as
abusive in our standards — such as equity stripping, loan flipping, and the refinancing of special
subsidized mortgage loans that originally contained terms favorable to the borrower — could well

be found to be unfair practices that violate the F'TC Act.

We issued our second advisory, AL 2003-3, to address concerns that have been raised about the
all-too-common link between predatory lending and non-regulated lending intermediaries, and to
address the risk that a national bank could indirectly facilitate predatory lending through the
purchase of loans and mortgage-backed securities and in connection with broker transactions.
Our guidance stresses that national banks need to perform adequate due diligence prior to
entering into any relationships with loan brokers, third-party loan originators, and the issuers of
mortgage-backed securities, to ensure that the bank does not do business with companies that fail
to employ appropriate safeguards against predatory lending in connection with loans they
arrange, sell, or pool for securitization. We also advise national banks to take specific steps to
address the risk of fraud and deception in brokered loan transactions relating to broker-imposed

fees and other broker compensation vehicles.

The OCC's Examination and Supervisory Processes

The OCC conducts comprehensive examinations of a national bank’s business, including its

adherence to safe and sound banking practices and its compliance with several dozen Federal




70

consumer protection laws. Through a network of examiners located throughout the U.S., we
monitor conditions and trends, both in individual banks and in the national banking system as a
whole. Our supervisory activities focus on the risks as identified by our supervisory monitoring
tools and subject matter experts. Federal law requires that the OCC examine national banks at
least once every 12 or 18 months, depending on the size and condition of the bank.'® However,
the largest national banks have on-site examination teams conducting continuous examinations
of all aspects of the bank’s operations. In addition, the OCC may at any time conduct targeted

safety and soundness and compliance examinations.

This system of supervision applies to national banks and their operating subsidiaries. The OCC
supervises national banks by business line, not according to corporate form, so the standards
applied in the course of that supervision are the same for national banks and their operating
subsidiaries. The book figures of a parent national bank and its operating subsidiaries are
combined for purposes of applying statutory or regulatory limits, such as lending limits or
dividend restrictions. The OCC reviews the institution’s policies and procedures in an effort to
assess whether they adequately identify and address the risks the institution may face, given the
nature and scope of its business. Finally, the OCC evaluates the adequacy of all elements of the
institution’s business, including capital, earnings, assets, management, liquidity, sensitivity to

market risk, and information systems.

1612 U.8.C. § 1820(d)(1). The general rule requires examinations every 12 months. However, if a bank has less
than $250 million in assets and is in good condition, the OCC need only examine it at least once every 18 months.
Id § 1820(d)(4).
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Through our safety and soundness and compliance examinations, the OCC reviews the adequacy
of the bank’s policies, systems and controls, relative to the character and complexity of the
bank’s business and assesses whether the bank’s activities are being carried out in compliance
with applicable laws and regulations. As part of these reviews, examiners typically sample
transactions to assess the adequacy of the bank’s systems and controls. For example, as part of
an asset quality review, the sample of loans will be reviewed to determine the quality of the
loans, the adequacy and completeness of the information concerning the loan and the borrower,

and whether the lending function is being carried out in compliance with applicable laws.

Depending on the bank’s risk profile and other supervisory information, examiners may target
their reviews to a particular loan product, business line, or operating unit. For example, if the
bank is engaging in significant new or expanded mortgage lending activities through an
operating subsidiary, examiners normally would select a sample of those loans for review.
Similarly. as part of our compliance reviews, examiners may select a sample of consumer loan or
deposit products to verify that the bank’s systems and controls are adequate and that the bank is
complying with applicable consumer protection laws and regulations. If the sampling process
indicates potential issues, we will expand our reviews as appropriate. The examination process
is intended to provide a high level of assurance that each aspect of an institution’s business is
conducted in compliance with applicable laws and on a safe and sound basis. Through this
process, we are able to examine national banks and their operating subsidiaries for potentially

abusive lending practices as well as compliance with the host of specific Federal consumer
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protection requirements to which they are subject. 7 Our compliance supervision is an integral

part of our comprehensive, ongoing oversight of the national banking system.

Today, the OCC supervises approximately 2100 national banks, together with their operating
subsidiaries. Compliance and enforcement at the OCC are carried out through our corps of bank
examiners and attorneys. We have nearly 1700 examiners in the field, hundreds of whom are
involved in both safety and soundness and compliance supervision. Over 100 examiners
throughout the country work exclusively on compliance supervision. We have over 300
examiners on site at our largest national banks, engaged in continuous supervision of all aspects
of their operations. These resources are supplemented by dozens of attorneys in our district

offices and Washington D.C. who work on compliance matters.

The 40 employees in our Customer Assistance Group (CAG) located in Houston, Texas. further
supplement these functions. The CAG provides direct assistance to customers of national banks
and their subsidiaries to resolve individual complaints. It also collates and disseminates
complaint data that help point our examiners toward banks, activities, and products that require
further investigation or transaction testing through product sampling. While the CAG is an

important supplement to our compliance supervision functions, it is by no means all there is to it.

7 Federal consumer protection laws and regulations that apply to national banks and to national bank operating
subsidiaries include: the Federal Trade Commission Act; Truth in Lending Act; Home Ownership and Equity
Protection Act; Fair Housing Act; Equal Credit Opportunity Act; Real Estate Settlement Procedures Act;
Community Reinvestment Act; Truth in Savings Act; Electronic Fund Transfer Act; Expedited Funds Availability
Act; Flood Disaster Protection Act; Home Mortgage Disclosure Act; Fair Housing Home Loan Data System; Credit
Practices Rule; Fair Credit Reporting Act; Federal Privacy Laws; Fair Debt Collection Practices Act; the new OCC
anti-predatory lending rules in 12 C.F.R. Parts 7 and 34; OCC rules imposing consumer protections in connection
with the sales of debt cancellation and suspension agreements; OCC standards on unfair and deceptive practices
(hitp:/www, 2as pov/itp/advisory/2 3.doe.); and OCC standards on preventing predatory and abusive
practices in direct lending and brokered and purchased loan transactions

(htto:/farww. 2.doc. and b

W ocedreas. gov/fp/advisory

sc.treas gov/Tip/adyis 2003-3 dog. ).
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By way of comparison, based on data published by the Conference of State Bank Supervisors,
State banking departments collectively supervise approximately 113,000 entities, of which
approximately 6,000 are commercial banks.'® For all these entities, the States report that they
have 2,308 examiners.'® Thus, if one were to look only at commercial banks and assume all
State examiners were dedicated to commercial bank supervision, OCC’s resources exceed those
of the States on a per-supervised bank basis. But, in fact, State banking departments are
responsible for many entities in addition to commercial banks. These include, depending on the
State, savings banks, thrifts, bank holding companies, mortgage bankers and brokers, industrial
loan companies, non-bank trust companies, money transmitters, consumer finance companies,
other licensed lenders, payday lenders, title lenders, check cashers, pawnshops, bankers” banks,
securities brokers and dealers, and funeral parlors. Thus, on a per-supervised entity basis, the
OCC has significantly more resources than do the States.  This is exactly the opposite of what
some critics of our regulations have suggested. These suggestions — that our resources are
inadequate to enable the OCC to supervise compliance effectively or to fulfill the consumer

protection aspect of our mission — are without foundation.

Moreover, we continue to act on our strong commitment to preventing abusive or predatory
lending practices in the national banking system and ensuring that the institutions we supervise
adhere to high standards of customer service, integrity. Recently, for example, the OCC issued a

new advisory letter to national banks clarifying our expectations about how they should handle

¥ 4 Profile of State Chartered Bariking, Nineteenth Edition, 2002-2003, Conference of State Bank Supervisors.

® Id See attached chart.
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customer complaints that are forwarded to them from State agencies and depar[ments.20 We took
that opportunity to emphasize the importance of resolving consumer complaints fairly and
expeditiously, regardless of the source of the complaint, and to remind banks that their complaint
resolution processes are subject to review as part of our regular supervision of their compliance

management programs.

If, as a result of our examination or supervisory processes, or upon investigation of referrals or
complaints, we find abusive practices in a particular institution, we take action to stop them. As
I next describe, the OCC has a wide array of effective enforcement tools that we can use to do

S0.

The OCC's Enforcement Program

Section 8 of the Federal Deposit Insurance Act gives the OCC broad powers to compel
compliance with any "law, rule, or regulation." This includes the ability to issue cease and desist
orders when the OCC determines that a national bank or its operating subsidiary has violated any
applicable Federal law or regulation or any applicable State law or regulation.”! In an
appropriate case, the cease and desist order may include restitution or a requirement for such

other affirmative action as the OCC determines is appropria.te.22 Our record shows that we have

2 OCC Advisory Letter 2004-2, "Consumer Complaints Referred to National Banks from State Officials." February
26, 2004,

212 US.C. § 1818(6)(1). See National State Bank of Elizabeth, N.J. v. Long, 630 F.2d 981, 988-89 (3d Cir. 1980)
(confirming the OCC's authority under 12 U.S.C. § 484 to enforce an applicable State redlining statute).

2 12US.C §1818(b)6).
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been willing and able to use these remedies to protect customers and to address unfair, deceptive,

or abusive practices when such situations occur.

o The OCC was the first Federal banking agency to take enforcement action against an
institution it supervises for violations of Section 5 of the FTC Act. In a groundbreaking
case, the OCC asserted section 5 of the FTC Act as a basis for secking a cease and desist
order, as well as affirmative remedies, against Providian National Bank.” The bank's
settlement of that matter with the OCC required that it pay over $300 million in
restitution to customers who had been the victims of unscrupulous marketing practices in
connection with its "credit protection” program. Restitution through this single action

was available to thousands of the bank's customers, nationwide.

s We have continued to bring actions based on violations of section 5 of the FTC Act
where practices warrant. We have obtained millions of dollars in restitution for national

bank customers in cases including:

o Inthe Matter of Clear Lake National Bank, San Antonio, Texas, Enforcement
Action 2003-135 (required restitution of fees, finance charges, and interest re so-

called "tax lien loans™).

2 Tn the Matter of Providian National Bank, Tilton, New Hampshire (June 28, 2000). See also Agreement By and
Between First National Bank, Ft. Pierre, South Dakota and the OCC (July 18, 2002) {formal agreement requiring
national bank to cease violations of section 5 of the FTC Act in connection with the solicitation of credit cards).
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o Inthe Matter of First Consumers National Bank, Beaverton, Oregon, Enforcement
Action 2003-100 (required restitution of annual fees and overlimit fees for credit

cards).

o Inthe Matter of Household Bank (SB), National Association, Las Vegas, NV,

Enforcement Action 2003-17 (required restitution re private label credit cards).>

o Inthe Matter of First National Bank in Brookings, Brookings, South Dakota,

Enforcement Action 2003-1 (restitution re: credit cards).

o Inthe Matter of First National Bank of Marin, Las Vegas NV, Enforcement

Action 2001-97 (restitution re: credit cards).

o In the Matter of Direct Merchants National Bank, Scottsdale, AZ, Enforcement

Action 2001-24 (restitution re: credit cards).

¢ We have moved aggressively against national banks engaged in payday lending programs
that involved consumer abuses as well as practices inconsistent with safety and
soundness. Specifically, we concluded the following four enforcement actions against
national banks that had entered into contracts with payday lenders for loan originations,

in each case ordering the bank to terminate the relationship with the payday lender:

2 In an action brought by the State of Arizona against this bank, amang others, a State court recently observed that
the restitution and remedial action that had been ordered by the OCC against the bank was “comprehensive and
significantly broader in scope that that available through [the] State court proceedings.” State of Arizona v. Hispanic
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In the Matter of Peoples National Bank, Paris, Texas. Enforcement Action 2003-
2. We also assessed civil money penalties against Peoples National Bank in this

matter for violating Federal consumer protection statutes.

In the Matter of First National Bank in Brookings, Brookings, South Dakota,
Enforcement Action 2003-1 (as noted previously, we also ordered restitution in

this action).

In the Matter of Goleta National Bank, Goleta, California, Enforcement Action
2002-93. We also assessed civil money penalties against Goleta National Bank in

this matter for violating Federal consumer protection statutes.

In the Matter of Eagle National Bank, Upper Darby, Pennsylvania, Enforcement

Action 2001-104.

The OCC is authorized to take the same enforcement actions and order the same remedies

against national bank operating subsidiaries as we can against national banks.

The following are examples of enforcement actions we have taken where the basis for the action

or the remedy ordered, or both, involved a national bank operating subsidiary:

Air Conditioning and Heating, Inc., CV 2000-003625, Ruling at 27 (Aug. 25, 2003) (Superior Court of Arizona,
Maricopa County).
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NationsBank, N.A., Charlotte, NC (now known as Bank of America, N.A.)

The OCC assessed a $750,000 civil money penalty against NationsBank for
unsafe or unsound practices at NationsSecurities, Inc., an operating subsidiary,
relating to the sale of non-deposit products to customers. The OCC determined
that NationsSecurities violated a condition of the OCC’s approval of
NationsBank’s operating subsidiary notice. The condition related to providing
appropriate disclosure to customers concerning the uninsured nature of the non-
deposit products being sold and the relationship of the involved entities to the

products.

Advanta National Bank, Philadelphia, PA

The OCC issued a Consent Cease and Desist Action and two Formal Agreements
to address numerous violations of law and unsafe and unsound banking practices
conducted through the bank’s mortgage lending subsidiary, and to require the

disposition of the bank’s mortgage lending operation.

Household Bank (SB). N.A., Las Vegas, NV

The OCC issued a Formal Agreement against the bank requiring restitution to be
paid to customers for unsafe or unsound practices and violations of consumer
laws by the bank’s retail services operating subsidiary in connection with
solicitation and remediation of customers® complaints concerning the bank’s

credit cards.
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o First Consumers National Bank, Beaverton, Oregon

The OCC issued a Consent Order in May 2002 against the bank requiring it to
review all transactions with its affiliates and subsidiaries and to obtain any
restitution owed to the bank from such entities, including a securitization
operating subsidiary, resulting from violations of affiliate transaction laws and
unsafe/unsound contracts. The OCC also required the bank (and, consequently,

its subsidiary) to liquidate.

The national banking system today is safe and sound, and the operations of national banks reflect
high standards. We are committed to assuring that this is always the case. In those exceptional
cases where those standards are not met, we have the legal authority, the resources, and the

commitment necessary to pursue appropriate sanctions and remedies.

Finally, as I noted early on in this statement, the preemption regulation that we adopted is
substantially identical to the preemption regulations of the OTS that have been applicable to
Federal thrifts for a number of years. It does not appear from public commentary — nor have
State officials indicated — that OT'S preemption regulations have undermined the protection of
customers of Federal thrifts. There is no reason to expect that the results will be different for the

customers of national banks.
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Iv. The OCC's Reasons for Adopting the Regulations

Precedents of the Supreme Court dating back to 1869 have addressed preemption in the context
of national banks and have consistently and repeatedly recognized that national banks were
designed by Congress to operate, throughout the nation, under uniform, Federally-set standards
of banking operations. As a result, there is an extensive body of Federal court precedents that
reiterate and apply preemption principles to a variety of different types of State laws.> Yet,
banks increasingly have been forced to litigate — sometimes repeatedly on the same issue — to
clarify the applicability of specific types of State laws, and the OCC has issued separate legal
opinions that address the applicability of State law. As national banks operate in an increasingly
complex and multi-state environment, the shortcomings of this expensive and time-consuming
case-by-case approach have become increasingly apparent. In addition, the financial and
opportunity costs to banks of a case-by-case approach may be significant — especially where

litigation becomes necessary to establish clear standards.

Rather than continuing to address preemption issues on a piecemeal basis, the preemption rules
address them collectively — by clarifying and codifying prior judicial and OCC interpretations
based on long-established Constitutional principles —to provide clear ground rules for national

banks concerning the applicability of specified types of State laws.

8 See, e.g., Bank of America v. City & County of San Francisco, 309 F.3d 551 (9™ Cir. 2002), cest. denied, 123 S.
Ct. 2220, 2003 U.S. LEXTS 4253 (May 27, 2003) (the National Bank Act and OCC regulations together preempt
conflicting State limitations on the authority of national banks to collect fees for the provision of electronic services
through ATMs; municipal ordinances prohibiting such fees are invalid under the Supremacy Clause), Wells Fargo
Bank, Texas, N.A. v. James, 321 F.3d 488 (5% Cir. 2003) (Texas statute prohibiting certain check cashing fees is
preempted by the National Bank Act), Metrobank v. Foster, 193 F. Supp. 2d 1156 (S.D. Iowa 2002} (national bank
authority to charge fees for ATM use preempted Lowa prohubition on such fees). See also Bank One, Utah v.
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The changing financial services marketplace

As explained in the preamble to the preemption rule, markets for credit, deposits, and many other
financial products and services are now national, if not international, in scope, as a result of
significant changes in the financial services marketplace, particularly in the last 20 years. Now,
more than ever before, the imposition of an overlay of 30 State and an indeterminate number of
local standards and requirements on top of the Federal requirements and OCC supervisory
standards to which national banks already are subject has costly consequences that can materially

affect a national bank's ability to serve its customers.

The changes we see in the market for financial services are the result of a combination of factors,
including technological innovations, the erosion of legal barriers, and an increasingly mobile

society.

Technology has expanded the potential availability of credit and made possible virtually
instantaneous credit decisions. Mortgage financing that once took weeks, for example, now can
take only hours, with customers located throughout the nation obtaining mortgages based on
sophisticated credit-scoring derived from centralized credit underwriting facilities. Consumer
credit can be obtained at the point of sale at retailers and even when buying a major item such as
a car. Consumers can shop for investment products and deposits on-line, from providers whose

location may well be irrelevant. With respect to deposits, consumers can compare rates and

Guttau, 190 F.3d 844 (8" Cir. 1999), cert. denied sub nom Foster v. Bank One, Utak, 529 U.S. 1087 (2000) (holding
that Federal law preempted lowa restrictions on ATM operation, location, and advertising).
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duration of a variety of deposit products offered by financial institutions located far from where

the consumer resides.

Changes in applicable law also have contributed to the expansion of markets for national banks
and their operating subsidiaries. These changes have affected both the type of produects that may
be offered and the geographic region in which banks — large and small — may conduct business.
As a result of these changes, banks may branch across State lines and offer a broader array of
products than ever before. An even wider range of customers can be reached through the use of
technology, including the Internet. Community national banks, as well as the largest national
banks, reach customers across State lines and use new technologies to expand their reach and

service to customers.

Our modern society is also highly mobile. Forty million Americans move annually, according to
arecent Congressional report issued in connection with enactment of the Fair and Accurate
Credit Transactions Act of 2003.%° And when they move, they often have the desire, if not the
expectation, that the financial relationships and status they have established will be portable and

will remain consistent.

These developments highlight the significance of being able to conduct a banking business
pursuant to consistent, national standards, regardless of the location of a customer when he or
she first becomes a bank customer or the location to which the customer may move afier

becoming a bank customer. They also accentuate the costs and interference that diverse and

% See S. Rep. No. 108-166, at 10 (2003) (quoting the hearing testimony of Secretary of the Treasury Snow).
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potentially conflicting State and local laws have on the ability of national banks to operate under

the powers granted by their Federal charter.

When national banks are unable to operate under uniform, consistent, and predictable standards,
their business suffers, and their customers may face higher costs or more limited product
offerings — or both — as a result. The application of multiple, often unpredictable, different State
or local restrictions and requirements prevents them from operating in the manner authorized
under Federal law, is costly and burdensome, interferes with their ability to plan their business
and manage their risks, and subjects them to uncertain liabilities and potential financial exposure.
In some cases, this deters them from making certain products available in certain jurisdictions.
As was recently observed by Federal Reserve Board Chairman Alan Greenspan, “increased costs
resulting from restrictions that differ based on geography, may lead to an increase in the price or
a reduction in the availability of credit, as well as a reduction in the optimal sharing of risk and

reward.””’

It has been suggested that the ability to do business in multiple States, under uniform, consistent
and predictable standards, primarily benefits the largest banks. In fact, for community and
intermediate-sized banks with customers in multiple jurisdictions, this attribute of the national
bank charter may have even more practical significance than for a “megabank.” Take, for
example, a community bank with customers in a multi-state metropolitan area like New York or

Philadelphia or Washington, D.C.; or a community bank with customers in a compact multi-state

77 Letter of February 28, 2003, from Alan Greenspan, Chairman, Board of Governors of the Federal Reserve
System, to The Honorable Ruben Hinojosa (cited by Congressman Hinojosa on November 21, 2003, during House
debate on the Conference Report to accompany H.R. 2622 (Conference Report 108-396)).
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region, such as New England; or any State-based bank in a State in which cities or municipalities
enact unique local requirements for bank operations. Community and intermediate-sized
regional banks have a smaller base of operations, e.g., a smaller number of loans, over which
they are able to spread the overhead costs of legal staff, compliance staff, technology, and
printing costs necessary to comply with multiple State (and potentially local) requirements. This
drives up their costs, and detracts from their ability to compete effectively with larger banks that
have a bigger base of operations over which to apply overhead costs. This, in turn, serves as a
disincentive for those banks to incur still more costs by expanding service to customers in a new
State. Ultimately, the inability to compete on a cost-effective basis can be a factor that

contributes to management decisions to merge or be acquired by a larger institution.

As we have learned from our experience supervising national banks, from the inquiries we have
received, by the extent of litigation in recent years over these State efforts, and by the comments
we received during our rulemakings, national banks’ ability to conduct operations to the full
extent authorized by Federal law has been impaired as a result of increasing efforts by States and
localities to apply State and local laws to national banks. For example, commenters on our
proposal to adopt the preemption rule noted that the variety of State and local laws that have
been enacted in recent vears — including laws regulating fees, disclosures, conditions on lending,
and licensing — have created higher costs, increased risks, and operational impedimen‘ts.28 Other

commenters noted the proliferation of State and local predatory lending laws and the impact that

*Tllustrative of comments along these lines were those of banks who noted that various State laws would result in
the following costs: (a) approximately $44 million in start-up costs incurred by 6 banks as a result of a recently-
enacted California law mandating a minimum payment warning; (b) 250 programming days required to change one
of several computer systems that needed to be changed to comply with anti-predatory lending laws enacted in three
States and the District of Columbia; and (¢) $7.1 million in costs a bank would incur as a result of complying with
mandated annual statements to credit card customers.
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those laws are having on lending in the affected jurisdictions. As a result, national banks must
absorb the costs, pass the costs on to consumers, or simply curtail lending in jurisdictions where
the costs are prohibitive or risks are imprudent. Commenters noted that this result occurs even in
situations where a bank concludes that a law is preempted, simply so that the bank may avoid

litigation costs or anticipated reputational injury.

Even the efforts of a single State to regulate the operations of a national bank operating only
within that State can have a detrimental effect on that bank’s operations and consumers. For
example, the impact of particular State laws on the mortgage market and credit availability is

discussed in detail, below.

Access to the secondary mortgage markets

The continuing uncertainty about the applicability of State laws has already affected national
banks' ability to lend in certain markets and to access the secondary market, a curtailment of their
business that is inconsistent with their Federally authorized powers and that has the potential to

adversely affect credit availability as well as detract from the banks” financial position.

The trend at the State and local levels toward enacting legislation that seeks to impose costly and
inconsistent compliance burdens on national banks has accelerated in recent years. These laws
are well-intentioned but nonetheless curtail national banks” ability to conduct operations to the

full extent authorized by Federal law and can disrupt credit delivery systems.
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For example, in recent years, various States and localities have enacted predatory lending laws,
each employing a combination of standards that differs in some respects from the others, but
each typically singling out loan product features and either barring loans with those features or
imposing requirements that make it very costly for lenders to offer them. The goals of these laws
—to eliminate predatory and abusive mortgage lending practices — are laudable and we strongly
support their objectives. As I have repeatedly said, predatory and abusive practices have no
place in the national banking system, and, as I have shown, we will take vigorous action to

assure that this is the case.

However, these State and local law approaches can have the effect of banning subprime loans
based on certain loan terms. They generally prohibit certain mortgage loan terms and impose
extra compliance obligations when certain other loan terms or conditions are present. They
introduce new standards for subprime lending that are untested, sometimes vague, often
complex, and different from established Federal requirements. They also create new potential
liabilities and penalties for any lender who missteps in its efforts to comply with those new
standards and restrictions. These laws materially increase a bank’s costs and compliance and

reputation risks, especially in connection with risk-based pricing to the subprime market.

It is important to understand that this approach. while intended to stop abusive practices, also can



87

work to constrain legitimate risk-priced lending to credit-worthy subprime borrowers. > Like
any State regulator, the OCC is dedicated to ensuring that the institutions we supervise are not
engaged in abusive or predatory lending practices. However, our approach is to focus on
preventing those practices, not on banning or restricting specified loan produects or terms in the

absence of evidence of abusive, predatory, unfair, or deceptive practices.

Often, State and local predatory lending laws that have such a product- rather than practice-
focus have created uncertainties that adversely affect banks' ability to access the secondary
market for legitimate, risk-priced mortgage loans. When a bank is able to sell a loan on a cost-
effective basis to Fannie Mae or Ireddie Mac, or obtains a rating for a pool of loans that it
“securitizes” and sells to investors, the bank is able to liquifv its loans and redeploy capital to
make additional loans available. If Fannie or Freddie are unwilling to purchase loans made in
jurisdictions with specialized predatory lending restrictions and potential liabilities, the funds
banks have available to make additional credit available are diminished. Similarly, if a bank is
unable to obtain a rating from Standard and Poors' (S&P), Moody’s Investors Services, or Fitch
Ratings, it will not be able to securitize its loans on a cost-effective basis and redeploy capital to
make additional credit available. In other words, localized and State-based restrictions on loan
terms substantially affect the marketability of such loans, and that, in turn, affects overall credit

availability.

2Tt is important to note that many legitimate, risk-priced mortgage loans would be considered “high cost home
loans” under some State anti-predatory lending laws. For example, a “high cost” home loan under Georgia’s anti-
predatory lending law includes mortgages that have total points and fees exceeding 5% of the loan amount if the
mortgage is $20,000 or more. On a $30,000 martgage, this would mean any loan with origination fees of more than
$1,500 would be considered “high cost.” According to the Mortgage Bankers Association’s 2002 Cost Study, the
average cost to originate a mortgage in 2001 was $1,744.
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Fannie Mae and Freddie Mac have both issued policies concerning their willingness to purchase
residential mortgage loans subject to various State predatory lending laws. Fannie Mae and
Freddie Mac will not purchase high cost home loans from Arkansas, Georgia, Kentucky,

Illinois, Maine, Nevada, New Jersey, New Mexico, New York, and Oklahoma.

S&P, Moody’s, and Fitch have also issued policies concerning the inclusion of high cost loans
from jurisdictions with predatory lending laws in structured finance transactions.*® Under these
policies, the rating agencies generally will not rate residential mortgage-backed securities
(RMBS) structured finance transactions containing loans that carry unquantifiable assignee
liability. Therefore, high-cost loans originated in States with anti-predatory lending laws
providing for uncapped or unascertainable assignee liability must generally be excluded from a

securitization in order for the transaction to be rated. *!

S&P and Fitch will rate securitizations containing loans originated in States with anti-predatory
lending laws that provide for limited, or quantitiable, assignee liability, but only subject to
additional credit enhancements and additional representations and warranties. Lenders doing
business in the States discussed below face the following additional secondary market

constraints:

% Sge Standard & Poor’s: “Evaluating Predatory Lending Laws: Standard & Poors Explains its Appreach” {April
15, 2003); Moody’s Investor Services: “Impact of Predatory Lending Laws on RMBS Securitizations™ (May 6,
2003), and Fitch Press Release: “Titch Revises its Rating Criteria in the Wake of Predatory Lending Legislation™
(May 1, 2003).

3 See, e.g., “Standard & Poor’s Permits Additional New Jersey Mortgage Loans Into Rated SF Transactions” (Nov.
25, 2003} (“Standard & Poor’s will continue to exclude High-Cost Home Loans because of the potential for
uncapped statutory and punitive damages.™); and Mortgage Bankers Association Industry News: “Fitch Ratings
Addresses New Mexico Predatory Lending Legislation” (Jan. 15, 2004){*Since a lender or assignee of any ‘high-
cost home loan’ may be subject to unlimited Lability under the Act, Fitch will not rate RMBS transactions
containing high-cost home loans originated in New Mexico as of Jan.1, 2004.7) .
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e Arkansas, Georgia, Illinois, Maine, Nevada, New York, Oklahoma, North Carolina
and South Carolina. In these States, S&P generally requires that sellers provide
representations and warranties that the loans were originated in compliance with all
applicable laws and that their compliance procedures effectively identify high cost home
loans and determine that the loans do not violate predatory lending laws. Further, S&P
requires that the provider of these representations and warranties be sufficiently
creditworthy to purchase any loans that are in violation and cover any contingent liability
associated with securitizing high cost home loans.*? Fitch will generally rate
securitizations with loans from these jurisdictions (except North Carolina and South
Carolina), but it will require additional representations and warranties and may require
additional credit enhancements.*® Fitch has not yet issued a statement with regard to
loans originated in North Carolina or South Carolina.

e Kentucky. S&P requires sellers to conduct a loan-by-loan review of all high-cost home

loans, and provide the representations and warranties noted above before it will allow

3 See “S&P Addresses Arkansas Home Loan Protection Law” (July 11, 2003); Standard & Poor’s: “Evaluating
Predatory Lending Laws: Standard & Poors Explains its Approach” (April 15, 2003) {Georgia and New York);
“S&P Addresses Illinois High Risk Home Loans Act™ (Nov. 17, 2003); “S&P Addresses Amendment to Maine
Truth 1in Lending Act” (Sept. 12, 2003}; “S&P Addresses Nevada Anti-Predatory Lending Law™; “S&P Addresses
Oklahoma Anti-Predatory Lending Law” (Nov. 18, 2003); and " S&P Addresses North Carolina Anti-Predatory
Lending Law" (Feb. 12, 2004).

# See “Fitch Ratings Responds to Arkansas Predatory Lending Legislation” (June 20, 2003); Mortgage Bankers
Association Industry News: “Fitch to Rate RMBS After Amendment to Georgia Predatory Lending Statute, GFLA”
{(Mar. 14, 2003); Mortgage Bankers Association Industry News: “Fitch Ratings Addresses [1lmois Predatory
Lending Legislation™ (Dec. 15, 2003); “Fitch Ratings Responds to Maine Predatory Lending Legislation” {Sept. 29,
2003); “Fitch Ratings Responds to Nevada Predatory Lending Legislation” (Oct. 3, 2003), Mortgage Bankers
Association Industry News: “Fitch: New York State Anti-Predatory Lending Legislation™ (Mar. 26, 2003), and
“Fitch Ratings Addresses Predatory Lending Legislation of Oklahoma™ (Oct. 30, 2003).
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high cost home loans from Kentucky in rated transactions. ** Fitch will not allow any
high cost loans from Kentucky in rated transactions. In order to rate a transaction
including any loans from Kentucky, Fitch requires receipt of a certification from a third
party unaffiliated with the originators of the relevant loans that such third party
conducted due diligence on a random sample of the greater of 3 loans or 10% of the loans
from Kentucky and that no high cost home loans were uncovered in the sample. If the
review of the sample of loans uncovers any high-cost home loans, Fitch requires a review
of every loan in the pool originated in Kentucky. **

o New Jersey. S&P and Fitch will not rate securitizations with certain high cost home
loans from New Jersey.?® In order to rate a transaction including any loans from New
Jersey. Fitch requires, as it does in Kentucky, receipt of a certification from a third party
unaffiliated with the originators of the relevant loans that such third party conducted due
diligence on a random sample of the greater of 5 loans or 10% of the loans from New
Jersey and that no high cost home loans were uncovered in the sample. If the review of
the sample of loans uncovers any high-cost home loans, TFitch requires a review of every
loan in the pool originated in New Jersey.’’

o New Mexico. S&P will rate securitizations containing high cost home loans subject to

the additional representations and warranties it requires in Arkansas, Georgia, Illinois,

3 See “S&P Addresses Kentucky High-Cost Law” (Jun. 20, 2003).

3 See Mortgage Bankers Association Industry News: “Fitch Ratings Responds to Kentucky Predatory Lending
Legislation” (Jun. 30, 2003); and Mortgage Bankers Association Industry News: “Fitch Ratings Updates Criteria
Regarding Predatory Loans™ (Jan. 15, 2004).

% See “S&P Permits Additional New Jersey Mortgage Loans Into Related SF Transactions™ (November 25, 2003).

37 See “Fitch Ratings Responds to New Jersey Predatory Lending Legislation” (Jun 5, 2003); and Mortgage Bankers
Association Industry News: “Fitch Ratings Updates Criteria Regarding Predatory Loans™ (Jan. 15, 2004).
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Maine, Nevada, New York, North Carolina, and Oklahoma.*® Fitch, however, will not
rate any transaction containing high cost home loans subject to New Mexico’s anti-
predatory lending law. Fitch notes that assignee liability may be unlimited in the case of
punitive damages, which may be imposed for acts found to be reckless or malicious.
Fitch further requires that the seller of any New Mexico loan provide adequate evidence
that the transaction will enjoy the benefits of the new law’s safe harbor from the law’s
unlimited liability for assignees and purchasers. In order to be protected by this safe
harbor, a purchaser/securitizer must conduct due diligence and provide certain
representations and warranties. Because it is unclear what constitutes sufTicient “due
diligence™ under the New Mexico statute, Fitch requires the third party certificate and

random sampling it requires in Kentucky and New Jersey.”

These constraints translate into cost burdens at each stage of the lending process. For example,
arating agency that is willing to rate a RMBS securitization containing high-cost loans at all
may, as we have seen, require representations, warranties, sampling, and certifications that go
beyond the industry standard. Satisfying these extra conditions may require a bank to increase
its compliance staff, provide additional training to both existing and new staff, and pay fees to
obtain third-party sampling and certification. If the rating agency requires additional credit
enhancement, providing that will generally add to the financial cost of the transaction. Finally, if
the bank cannot securitize the loans and must therefore retain them on book, the bank does not

realize funds that it could use to make additional loans and the bank will incur carrying costs.

¥ See “S&P Addresses New Mexico’s Home Loan Protection Act” (Nov. 25, 2003).

% See Mortgage Bankers Association Industry News: “Fitch Ratings Addresses New Mexico Predatory Lending
Legislation” (Jan. 15, 2004).
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These costs either will be passed back to the bank's customers or, if the bank concludes they are
unacceptably high, will compel the bank to stop making loans covered by State anti-predatory

lending laws,

The rating agencies have, however, responded favorably to preemption decisions by the Federal
banking agencies. Shortly after Fitch announced that it would not rate residential mortgage
backed securitizations containing high cost home loans originated in New Mexico, Fitch also
announced that, beginning the day the OCC’s preemption rule becomes effective (February 12,
2004), it will rate residential mortgage backed securitizations containing loans subject to any
State or local anti-predatory lending laws that were originated by OCC-regulated national banks
or their operating subsidiaries without additional credit enhancements.*® This follows Fitch’s
August 22, 2003, decisions to rate securitizations without additional credit enhancement by
OCC-regulated lenders in Georgia in light of the OCC’s Preemption Order and Determination
concerning the GFLA.* and by OTS-regulated lenders in all jurisdictions in light of the OTS’s

. . . . . 2
preemption regulations and various preemption opinions.*

On October 3, 2003, S&P made the same decision concerning the GFLA Determination and

Order.™ On March 3, 2004, S&P announced that it had completed its review of the real estate

10 See “Titch Ratings Addresses Preemption Statement from the OCC” (Jan. 16, 2004).
4 See 68 Fed. Reg. 46264 (Aug. 5, 2003)
* See “Fitch Ratings Addresses Preemption Statements from the OTS and OCC™ (Aug. 22, 2003).

# See “S&P Announces Position on OCC’s Preemption Order for the GFLA™ (Oct. 3, 2003).
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lending provisions in the OCC's preemption rule* and that, as a result, it will rate securitizations
containing loans originated by national banks or their operating subsidiaries in Georgia, Illinois,
Kentucky. Maine, Nevada, New Jersey, New Mexico, New York, North Carolina, Oklahoma,
and South Carolina. For loans originated in these jurisdictions, S&P will continue to rely on the
seller's representation and warranty that the loans included in the pool were originated in
compliance with all applicable laws, including anti-predatory lending laws. In addition, S&P
will require legal comfort in the form of an officer's certificate indicating that the originator of

the loan is a national bank or a national bank operating subsidiary.**

These decisions are critical because, without a certain secondary market for these loans, banks
making risk-priced loans covered by this type of State law will be required to hold more of these
loans to maturity. This, in turn, ties up more of a bank’s capital as it carries the mortgage assets

on its books, and adversely affects the ability of the bank to originate or acquire new loans.

As a result of these higher costs and operational challenges, lenders must absorb the costs, pass
the costs on to consumers, or discontinue offering various products in jurisdictions where the
costs or exposure to uncertain liabilities are prohibitive. It has been reported that three major

lenders have announced they will no longer do business in New Jersey because of the State’s

4 On November 25, 2003, having reviewed the OTS’s preemption opinions concerning the anti-predatory lending
laws in Georgla, New Jersey, New Mexico, and New York, S&P announced that it would no longer apply its
published criteria to Federal thrifts and their operating subsidiaries operating in those States. See “S&P Announces
Position on OT'S Preemption Pronouncenients” (Nov. 25, 2003).

4 See "S&P Addresses OCC Rule Regarding Preemption of State Anti-Predatory Lending Laws" (March 3, 2004).
S&P said it was unable to conclude with certainty that assignees and purchasers of loans originated by national
banks in Arkansas are not subject to liability. Therefore, S&P said, it will continue to apply its previously
announced criteria with respect to such loans.
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predatory lending law. and at least 18 have significantly limited their lending activities there.*
As lenders react like this, legitimate credit availability is reduced and consumers will have fewer

options for home loans.

V. Correcting Misperceptions about the Preemption and Visitorial Powers Rules

Some of the comments and reaction we have received in response to our rules seem to reflect
fundamental misconceptions about the law on which the rules are based, or the effect of the

regulations. I welcome the opportunity to address these misconceptions.

1. The OCC's rules do not leave consumers vulnerable to abusive lending practices.

It is simply not the case that national bank customers will become vulnerable to abusive lending
practices as a result of our rules. First, national banks and their operating subsidiaries are not
where predatory and abusive lending practices are festering. Second, national banks and their
operating subsidiaries are governed by strong Federal standards designed to prevent these
practices. Third, the OCC deploys substantial resources, nationwide, to ensure that these
practices do not gain a foothold in the national banking system. Our examiners and supervisors
have available a wide array of supervisory and enforcement tools to identify and remedy any
such practices that do occur. Finally, the ability of State authorities to take aggressive action to

protect vulnerable consumers from predatory practices by other types of institutions — the very

“¢ See Paul Muolo and Brad Finkelstein, Lenders Leaving New Jersey, Dec. 2003, American Banker-Bond Buyer,
Vel 13, No. 3 at 41.
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institutions that have been identified as the source of abusive practices — is unaffected by our

regulations.

Clearly, there is a real problem with abusive lending practices in this country, but national banks
are not the breeding ground. Whatever differences of opinion may exist with the State Attorneys
General, they have stated unambiguously in various filings, as I have described, that there is
scant evidence that national banks, or their subsidiaries, are engaged in abusive lending practices.
Indeed, these State officials have recognized the extent to which banks (and thrifts) are highly
regulated and closely supervised, and have credited that regulatory presence for the scarcity of

evidence of abusive or predatory practices.

National banks and national bank operating subsidiaries are subject to comprehensive, regular —
in the case of large banks, continuous — supervision, and an extensive array of Federal consumer
protection laws and regulations — including the anti-predatory lending standard in our new
regulation and section 5 of the FTC Act — administered and enforced by the 0cc.” AsThave
described, the OCC's consumer compliance program is fully and effectively staffed by examiners
and compliance specialists whose work is supported by attorneys and consumer complaint
specialists. OCC examinations of national banks and national bank operating subsidiaries are
conducted to ensure and enforce compliance with Federal laws and regulations and with
supplemental OCC supervisory standards. On those limited occasions where we have found

national banks to be engaged in unacceptable practices, we have taken vigorous enforcement

7 See supranote 17.
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. 48 . . . .
action.” We will continue to use the supervisory measures and enforcement tools available to us

to keep such practices out of the national banking system.

Neither the preemption rule nor the revised visitorial powers rule prevents State officials from
applving and enforcing generally applicable State laws that do not attempt to control the content
or conduct of national banks’ banking activities. Our jurisdiction over national banks and their
subsidiaries also does not deprive State regulators of a role in protecting consumers in their
States, and we welcome the opportunity to work cooperatively with them to further that goal.

We have invited State authorities to refer consumer complaints concerning national banks to the
OCC, and to bring to our attention concerns that any national bank is engaged in unfair,
deceptive, abusive or predatory practices. We have set up special procedures to handle and track

referrals from State authorities.

The OCC and the States already cooperate extensively in many respects, referring consumer
complaints to the appropriate regulator of the entity generating the complaint, and we welcome
additional opportunities to collaborate.”” Our new Advisory Letter clarifies how national banks
should handle consumer complaints that are forwarded to them from State agencies and
departments. Ifirmly believe that we and State authorities share common goals, and we have
invited State officials to enter into cooperative, information sharing agreements regarding

consumer complaints. I am confident there are ways we can improve how complaints are

* For examples of our enforcement actions, see supra pages 20-25.

* See attached chart.
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handled and consumer concerns are identified and resolved, and we welcome further dialogue
with State officials to further those goals.

2. The OCC is not taking on a "new role" or assuming a "longstanding responsibility" of
the States to enforce State consumer protection laws.

The statutory authority for the OCC’s exclusive visitorial powers does not distinguish between
visitorial powers for safety and soundness, consumer compliance, operational risk, or any other
type of risk faced by a national bank.*” Given the importance of preventing abusive lending
practices, some have nonetheless asserted that State and local laws should apply in addition to
the Federal standards to which national banks are subject. They believe that State and local
regulators should also involve themselves in supervising the activities of national banks. These

critics are asking, in effect, "Isn't it better to have more regulation and more regulators?"

The answer is "Not necessarily." More regulation and more regulators can have their own
consequences and are not the answer unless there has been a failure of the existing regulatory

regime. That is simply not the case with national banks and their respective subsidiaries.

Adding layers of regulation brings added costs, which may lead to higher prices for customers.
It may also have other undesirable collateral consequences, such as diminished product
availability. For example, State and local laws that increase a bank’s costs and its potential

liabilities in connection with subprime loans, which are already high risk, inevitably will cause

*® The Riegle-Neal Act bolsters this conclusion, specifically providing that if State community reinvestment,
consumer protection, and fair lending laws are not preempted and are applicable to interstate branches of a national
bank, those laws are enforced by the OCC. 12 U.S.C. § 36(£)(1).
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some legitimate lenders to conclude that the cost and risks are not worth it. The result is
diminished credit availability, and legitimate credit options that may otherwise be available to a
segment of potentially credit-worthy sub-prime borrowers will be reduced. We believe our
approach to combating abusive lending practices does not diminish credit access but does

effectively target credit abuses.

Adding additional regulators also has implications. The typical responsibilities of a State
Attorney General include prosecuting Medicaid fraud, investigating and prosecuting organized
crime, enforcing the State’s environmental protection laws, overseeing the integrity of charitable
organizations, investigating and litigating civil rights complaints, advocating for consumers
stymied by Health Maintenance Organizations (HMOs), enforcing the State’s securities laws to
combat fraud — the list could literally go on for pages. Ihave already described the many types

of businesses, in addition to banks, that are the responsibility of State banking departments.

Given State budget constraints, State authorities' insistence on trying to add national banks to
their already substantial roster of responsibilities is likely to have unfortunate consequences. The
allocation of State resources to supervisory and enforcement functions that are already being
performed at the Federal level means that those resources will not be used to protect the State’s
consumers in connection with all the other potential sources of problems those consumers face.
The net result is to diminish the availability of State resources to protect consumers in other
areas — other areas where there is evidence of abusive lending — other areas that are not as highly

regulated as the banking business.
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The OCC’s approach to shared responsibilities actually maximizes regulatory oversight to
protect consumers. More resources would be deploved to protect more consumers if States apply
their resources to the conduct of State supervised entities, the OCC applies its resources to
national banks, and State officials refer problems involving national banks that come to their

attention to the OCC.

3. The preemption and visitorial powers rules will not demolish the dual banking system.

Some critics have suggested that by codifying in regulations the exclusivity of the OCC’s
supervision of national banks and the types of State laws that are, or are not, preempted as
applied to national banks, the OCC “will demolish” the dual banking system, or “deprive bankers
of a choice of charters.” We even heard recently that a State legislator was told that our
regulation would lead to dismantling of his State’s banking department because it would prevent

that department from regulating State banks.

Some of this rhetoric is, obviously, fanciful. Other comments in the same vein profoundly short-
change the qualities of the State banking systems. More fundamentally, the argument being
advanced is simply backwards. Distinctions between State and Federal bank charters, powers,
supervision, and regulation are not contrary to the dual banking system; they are the essence of
it. Clarification of how the Federal powers of national banks preempt inconsistent State laws is

entirely consistent with the distinctions that make the dual banking system dual.
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The national and State charters each have their own distinct advantages. Indeed, today State
banking regulators vigorously assert that the State charter is superior. But many national banks
engage in multi-state businesses that may particularly benefit from the efficiency of a uniform,
nationwide system of laws and regulations. Customers of national banks enjoy protections that
are as strong as -- and in some cases stronger than -- those available to customers of State banks.
But they also benefit from the efficiencies of the national banking system, and predictable,
uniform, consistent regulation. It is important to remember that the dual banking system offers
American consumers a choice -- those who believe the State system offers greater protections, or
desirable variety, are free to make that choice.

4. The preemption rule is not a dramatic departure from established, recognized
preemption standards and case law.

Some critics of the regulation have claimed that we are using incorrect preemption standards in
our preemption rule. They argue that preemption should only occur when State law significantly
impairs a national bank’s express rights under Federal law. These critics also argue that the
OCC contends that national banks are immune from State law. These assertions misunderstand
the final rule and incorrectly characterize both the OCC’s position and the relevant judicial

standards for preemption.

First, it 1s useful to recap how the preemption provisions of the new rule work. The rule
addresses the applicability of certain types of State laws to national banks’ lending, deposit-
taking, and other Federally authorized activities. With regard to all three categories, the rule

states the general principle that, except where made applicable by Federal law, State laws do not
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apply to national banks if they "obstruct, impair, or condition" the bank's exercise of powers
granted under Federal law. The rule’s preamble makes very clear that these words are not
designed to create a new standard of preemption, but rather to distill the various phrases the
Supreme Court has used in its preemption decisions.®! As stated, the phrase does not refer to any
particular type of State law and, thus, obviously does not preempt any particular law. By
contrast, in the lending and deposit-taking areas, the preemption rule lists certain specific types
of State laws that are preempted. In other words, the rule preempts the types of laws described in
the rule; other types of laws remain subject to case-by-case evaluation under judicially developed
standards, which the rule distills with the phrase "obstruct, impair, or condition." Collectively,
the laws listed are virtually identical to those listed as preempted with respect to Federal thrifts in
existing regulations of the OTS; many of those listed are already preempted by virtue of existing

OCC regulations, or have been addressed by OCC preemption opinions or judicial decisions.

The OCC is not arguing that national banks are immune from State law. The preemption
principles referenced in our new regulation are firmly grounded on standards announced by the
Supreme Court and other Federal courts in cases as recent as last year, going back over 130
years, and our authority to adopt the rule is solidly based on our statutes. The final regulation
specifically — and meticulously — explains the sources of our authority to issue the regulation and
the standards we reference. In a nutshell, the preemption standards derive from Supreme Court
and lower Federal court precedents that provide that Federal law can preempt State laws that
obstruct (stand as an obstacle), Hines v. Davidowitz (1941); impair the efficiency of, National
Bank v. Commonwealth (1869), Davis v. Elmira Savings Bank (1896), McClellan v. Chipman

(1896), or condition the ability of national banks to exercise powers granted under Federal law,

5! 69 Fed. Reg. at 1910.
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Barnett Bank of Marion County v. Nelson (1996); Franilin National Bank (1954); and that State
“legal infrastructure™ laws — such as contract, torts, and real property laws -- that do not restrict
the content or extent of powers granted under Federal law are not preempted. National Bank v.
Commonwealth (1869); McClellan v. Chipman (1896); B of A v. City and County of S.F. (9’h Cir.
2002).

5. There is no presumption against preemption in the case of the national banking laws,
as confirmed by Federal case law and the Riegle-Neal Act.

Critics of both the preemption and visitorial powers rules contend that the rules are inconsistent
with the presumptive application of State law to national banks, which is embodied in the Riegle-

Neal Act. This is incorrect.

As an 1nitial matter, case law, whether decided before or after Riegle-Neal was enacted, is
consistent in holding that there is no presumption against preemption in the national bank
context. The Supreme Court has said that a presumption against preemption "is not triggered
when the State regulates in an area where there has been a history of significant federal
presence.””? Courts have consistently held that the regulation of national banks is an area where
there has been an extensive history of significant Federal presence. As recently observed by the
U.S. Court of Appeals for the Ninth Circuit, "since the passage of the National Bank Act in 1864,
the federal presence in banking has been significant." The court thus specifically concluded that

"the presumption against the preemption of State law is inapplicable."> Indeed, when analyzing

2 1.8 v Locke, 529 U.S. 89, 108 (2000) (explaining Rice v. Santa Fe Elevator Corp., 331 U.S. 218 (1947).

3 Bank of America, 309 F.3d at 558-59 {citations omitted).
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national bank powers, the Supreme Court has interpreted "grants of both enumerated and
incidental 'powers' to national banks as grants of authority not normally limited by, but rather

ordinarily pre-empting, contrary State law.">*

The relevant text of the Riegle-Neal Act is fully consistent with these conclusions. As explained
in the preamble to the visitorial powers rule, the Riegle-Neal Act sorted out which State’s laws --
host State or home State — regarding community reinvestment, consumer protection, fair lending,
and establishment of intrastate branches, would apply to interstate branches of national banks,
and provided that the host State’s laws in those areas would apply to national banks “except
when Federal law preempts the application of such State laws to a national bank.” The
potential preemption of State laws thus was expressly recognized as possible in the Riegle-Neal

legislation itself.

Moreover, the legislative history of the Riegle-Neal Act indicates that Congress expected the
OCC to apply traditional, recognized preemption standards in deciding preemption issues, which

is exactly what the OCC is doing.

* Barnett, 517 U.S. at 32. The Barnetr Court went on to elaborate:

[W]here Congress has not expressly conditioned the grant of “power” upon a grant of State
permission, the Court has ordinarily found that no such condition applies. In Franklin Nat. Bank,
the Court made this point explicit. [t held that Congress did not intend to subject national banks'
power to local restrictions, because the federal power-granting statute there in question contained
“no indication that Congress [so] intended . . . as it has done by express language in several other
instances.”

Id. at 34 {(emphasis in original) {citations omitted).



104

Finally, as I mentioned at the outset, the Riegle-Neal Act also specifically provided that the
provisions of any State law to which a branch of a national bank is subject under the Act “shall
be enforced, with respect to such branch, by the Comptroller of the Currency.” Thus, the
Riegle-Neal Act is entirely consistent with the visitorial powers rule in providing that when State
law is applicable to interstate branches of national banks, the OCC is to enforce such laws (in

other words, the OCC retains exclusive visitorial authority).

6. The OCC has ample authority to adopt the preemption rule.

As mentioned previously, the OCC’s authority to issue the preemption regulation comes from
both 12 U.S.C. § 371 (regarding real estate lending) and § 93a (for all other activities). This
statutory authority was recognized by the D.C. Circuit two decades ago in CSBS v. Conover.*® In
that case, the court expressly held that the Comptroller has the power under § 371 to issue a
regulation that preempts aspects of State laws regarding real estate lending and has authority
under § 93a more generally to issue regulations preempting State laws that are inconsistent with

the activities permissible under Federal law for national banks. In the words of the court:

It bears repeating that the entire legislative scheme is one that contemplates the
operation of state law only in the absence of federal law and where such state law
does not conflict with the policies of the National Banking Act. So long as he
does not authorize activities that run afoul of federal laws governing the activities
of the national banks, therefore, the Comptroller has the power to preempt
inconsistent state laws.”

** 710 F.2d 878 (D.C. Cir 1983).

% Id. at 878 (emphasis added).
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The authority under sections 93a and 371 deseribed by the court in CSBS v. Conover amply
supports the adoption of regulations providing that specified types of State laws purporting to

govern and curtail national banks’ lending and deposit-taking activities are preempted.

7. State law applies to national bank operating subsidiaries to the same extent as their
purent banks; therefore, the preemption and visitorial powers rules apply to national
banks and their operating subsidiaries equally.

As explained previously, the preemption and visitorial powers rules make no changes to the

OCC’s rules governing the activities of operating subsidiaries. As already set out in 12 C.F.R.

§§ 5.34, 7.4006, and 34.1(b), national bank operating subsidiaries conduct their activities subject

to the same terms and conditions as apply to the parent banks, except where Federal law provides

otherwise, e.g, functional regulation of insurance and securities subsidiaries. Therefore, by
virtue of regulations already in place, the rules apply equally to national banks and their

operating subsidiaries.

It is important to note that the OCC’s position does not implicate the corporate existence or
governance rules of State corporations; it concerns the ability of national banks to conduct
activities through those entities subject to Federal supervision and regulation. National banks
conduct authorized activities through operating subsidiaries pursuant to a Federal license under
OCC regulations and Federal law, and do not need a State license to conduct activities they are
authorized to conduct under a Federal permit. Operating subsidiaries are thus a Federally
authorized means by which national banks may conduct activities authorized under Federal law;

as reflected in the OCC’s rules, State laws in conflict with that authority must give way.
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V. Conclusion

In conclusion, Mr. Chairman, we believe our new regulations provide benefits for national banks
and protections for national bank customers and are entirely consistent with the fundamentals of
the dual banking system. Our actions also are entirely consistent with Congress’s design of the
national banking system, the powers and authority Congress has vested in national banks, with
legal precedent dating from the carliest vears of the national banking system up to current times,
and with the OCC's responsibilities to ensure not only the safety and soundness of national banks

but also fair treatment of their customers.

Once again, thank vou, Mr. Chairman, for this opportunity to present the OCC’s views.
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NATIONAL BANK PREEMPTION AND VISITORIAL POWERS

APRIL 7, 2004
Introduction

Chairman Shelby, Ranking Member Sarbanes, and members of the Committee, I am North
Carolina Attorney General Roy Cooper. Thank you for the opportunity to appear before you to present
the views of a state attorney general on the Office of the Comptroller of the Currency’s (OCC) recent
preemption rules. I would also like to express my appreciation for your interest in this important issue.

The rules on preemption and visitorial powers issued by the OCC in January represent a dramatic
change in how we regulate banks that have far-reaching public policy implications. These are not just
technical banking regulations. Instead, these rules represent a significant change in the tederal-state
balance in banking regulation that has served us well for many years. The new rules and the OCC’s
aggressive preemption campaign raise the following important policy and legal concerns:

e The OCC rules diminish important protections for American consumers.

e The OCC actions undermine creative and effective state efforts to combat predatory
lending.

e The OCC regulations ignore congressional intent, damaging states’ rights and the
legitimate exercise of state powers.

These issues are all of the utmost importance to consumers in my state and across the country and merit
congressional scrutiny. As we have been unsuccessful in our efforts to modify the OCC’s rules, we now
appeal to vou.

I presently serve as chair of the Consumer Protection Committee and co-chair of the Predatory
Lending Working Group for the National Association of Attorneys General. While I speak only for
myself today, I note that all 50 state attorneys general filed joint comments last year expressing
opposition to the proposed rules. The attorneys general, like you, represent a rich variety of viewpoints,
and it is highly unusual for all of us to agree on anything. However, there is a universal sense of alarm
about the OCC’s attempt to usurp our ability to protect the people of our respective states, and we are
united in our viewpoint.
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A copy of the comments by the attorneys general on the OCC’s preemption rules is attached to
my remarks. Also attached are the comments filed by 45 attorneys general in opposition to the OCC’s
proposed visitorial powers rules.

In the preemption comments, we characterized the OCC’s preemption analysis as one-sided and
self-serving. We noted that in recent years, the OCC had embarked on a campaign to preempt state laws
and enforcement efforts that have any impact on a national bank’s activities. We expressed our desire to
cooperate and coordinate enforcement resources with the OCC but also expressed our frustration that the
OCC was insisting on an exclusive regulatory system at the expense of consumers.

The proposed rules also were opposed by a number of other organizations representing local
leaders, including the National Governors Association, the National Conference of State Legislatures,
the Conference of State Banking Supervisors, and the National Association of Consumer Credit
Administrators. In addition, many groups representing consumers filed comments opposing the rules,
including AARP, the Consumer Federation of America, the Center for Responsible Lending, and the
National Community Reinvestment Coalition. These organizations all agreed that the proposed OCC
rules were dangerous public policy, were adverse to consumer protection, and exceed the agency’s
Congressional mandate. Despite this consistent and strong opposition from the states and the public, the
OCC went forward with its preemption and visitorial powers rules in much the same form as proposed.
I believe these rules go far beyond the intent of Congress and that states, on behalf of American
consumers, would ultimately win in court. T do not believe that these rules comply with the law, and T
will fight them. However, the best way to deal with this problem is for Congress to step forward, which
is why I am here today.

In these remarks, I will provide a brief description of the rules, discuss some of the OCC’s stated
justifications for the rules, and then highlight three major policy and legal critiques of these rules.

The OCC’s Preemption and Visitorial Powers Rules

In its recent rules on preemption and visitorial powers, the OCC has attempted to eliminate any
substantive role for states in regulating activities of national banks. The preemption rule broadly
preempts state laws that “obstruct, impair or condition” the exercise of a bank’s authority. In the OCC’s
view, it is difficult to find any state-based consumer protections that do not impermissibly obstruct a
bank. According to the OCC, state laws apply to national banks only to the extent that they
“incidentally” affect national bank activities. To the OCC, “incidental” refers to only three types of state
laws: those state laws that are helpful to banks, such as contract laws, because they “establish the legal
infrastructure” for the conduct of business; those laws that the courts have specifically held to be
applicable to banks, including fair lending and debt collection laws:! and those laws that represent
miscellaneous and general government regulation, such as zoning and fire safety ordinances. The OCC
would argue that under its rules all other state laws would have no effect on national banks and their
operating subsidiaries.

The visitorial powers rule essentially declares that only the OCC can enforce federal and state
laws that apply to national banks and their operating subsidiaries. “Visitorial powers,” despite the

! See National State Bank, Elizabeth, NJT v. Long, 630 F.2d 931 (1980); First National Bank v. Commonwealth of Kentucky,
76 US (9 Wall) 353, 362; 19 L.Ed 701, 703 (1870)
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OCC’s attempt to expansively define the term, is simply the authority to conduct administrative
examinations of national banks primarily to ensure safety and soundness.? Tt does not and should not be
stretched to include civil actions by attorneys general to enforce laws of general applicability against
national banks. Yet, under the OCC’s new rule, the OCC would contend that state attorneys general
cannot bring enforcement actions against national banks for violations of consumer protection laws of
general application, even when those violations do not involve core banking activities.

Finally, the OCC has extended the full coverage of its preemption and visitorial powers rulings
not only to nationally chartered banks but to all operating subsidiaries of those banks. This development
is particularly troubling since these entities are more likely to engage in predatory lending and less likely
to be closely supervised by the OCC. Operating subsidiaries are non-bank, state-chartered corporations
that are creatures of state law. Furthermore, nowhere does the National Bank Act refer to operating
subsidiaries.

Such operating subsidiaries could include mortgage companies which are partially owned by a
subsidiary of another subsidiary of a bank, three steps away from the bank. In many states, these
mortgage companies have been licensed and regulated by state banking supervisors for many years
without controversy. Now, by administrative fiat from the OCC, these entities are purportedly free of
state supervision and free of a longstanding obligation to comply with state regulatory laws. It is unclear
to what extent the OCC will also extend preemption coverage to third party agents who may solicit or
originate loans for national banks, but the OCC’s prior actions cause concern that its preemption sweep
could be wide. For example, in 2001, the OCC determined that Michigan’s motor vehicle sales
financing laws did not apply to a dealer who was arranging car loans for an out-of-state national bank.

THE OCC’S JUSTIFICATIONS

The OCC states that it is adopting these rules to enable banks to operate under consistent,
uniform national standards administered by the OCC so that they can operate more efficiently. Yet, the
tradeoft in loss of important consumer protections and enforcement far outweighs any perceived
efficiency gains that preemption may provide.

Our republic is federal, and it values local control, particularly in matters involving the health,
safety, and welfare of its citizens. Local control is especially appropriate in the area of real estate
lending. Mortgage lending implicates local property law, local loan closing standards, and local
recordation requirements. Damage resulting from predatory lending affects the local community.
Banks are sophisticated and resourceful enterprises. They have been complying with state laws of
general application since their inception and can continue to do so.

The OCC implies that the states are putting undue burdens on national banks. It has adopted a
view that state laws and state enforcement hinder legitimate bank activity. This is not the case. T am
proud of the national banks located within North Carolina; they are leaders in their fields. None of the

% See, Section TITA of the attached Comments and Recommendations of the Attorneys General in response to NPRM of
February 7, 2003 concerning the reinterpretation of the visitorial powers rule.

* May 23, 2001 Interpretative Letter, 66 Fed. Reg. 28593 (5/23/01) (declaring that a car dealer in Michigan is not subject to
state motor vehicle sales financing laws if a national bank is financing the sale)

w
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national banks across the country has been handcuffed by unreasonable state restrictions, and they do
not need the OCC to insulate them from obligations to be good corporate citizens in the states.

Furthermore, I note from personal experience that North Carolina’s banking industry was an
important part of the negotiations to develop North Carolina’s predatory lending law from beginning to
end. Their support of our new law, which was the first in the nation to comprehensively address
predatory lending, was critical to its success.

In all these areas highlighted in the recent rules — preemption of state laws, preemption of state
enforcement, and preemption for non-bank subsidiaries — the OCC claims that it is merely exercising
longstanding powers and codifving existing law. This characterization is wrong. The OCC’s actions are
recent in origin and far reaching in scope. Even though much of this body of law is decades old, the
OCC has pushed its aggressive interpretation only within the last few years. These new rules, together
with other OCC actions in recent years, leave little doubt that the OCC intends to override the historic
role of the states to protect consumers.

The OCC has been explicit about trying to entice federal thrifts and state banks to switch their
charters to that of a national bank. Eliminating any role for the states is evidently a selling point in their
competition with other regulators. The Comptroller recently touted the benefits of a national bank
charter in a speech:

“The ability of a national bank to conduct a multistate business subject to a single uniform set of
federal laws, under the supervision of a single regulator, free from the visitorial powers of
various state authorities, is a major advantage of the national charter ... [italics added]

The Comptroller told the Wall Street Journal, “[The power of the OCC to override state law] is one of
the advantages of a national charter, and I'm not the least bit ashamed to promote it.” An article in a
recent American Banker recounted a trip the Comptroller took to Tennessee to recruit a bank to maintain
its national charter, as if he were a basketball coach traveling the country trying to recruit players to his
team.® The notion of a regulator, particularly one who oversees an organization funded by membership
fees, trying to recruit its regulated entities, while using the enticement of preemption of state law and
state enforcement, fails to promote confidence in our system of government or in the OCC’s objectivity
in creating these rules.

The OCC’s Preemption Rules Diminish Consumer Protections by Taking Cops Off The Beat

We have a profound disagreement with the OCC about whether its legal authority permits it to
pursue its aggressive preemption policies, and I will address its misinterpretation of congressional intent
and Supreme Court precedent in a later section. However, whether or not the OCC can justify its actions
as a matter of administrative law, the wholesale preemption in the OCC rules is wrong as a matter of
public policy.

* OCC News Release 2002-10.

* Beckett, Paul and Jess Bravin, “Dependent on Lenders’ Fees, the OCC takes Banks” Side Against Local Laws,” Wall Street
Journal. 1/28/02

¢ Linder, Craig, “JPM-Bank One: How It Might Hit Regulators,” American Banker, 1/27/04, p. 1.
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The new OCC rules upset the legal structure that has positively served both the banking industry
and the consuming public for many years. Consumer protection benefits not only consumers, but also
competitors that play by the rules. Until the OCC embarked on this preemption campaign, state and
federal regulators coexisted well. Most state consumer protection laws, with the notable exception of
usury laws, were applied to national banks without controversy and numerous enforcement actions
oceurred without either the affected bank or the OCC asserting preemption of state law or enforcement.”
State attorneys general have handled and mediated consumer complaints against national banks and
have formally and informally resolved consumer protection issues with those banks for decades.

Simply put, the OCC rules will eliminate 50 cops from the beat. These are cops who not only
protect consumers, but who help resolve conflicts between consumers and businesses, often in an
amicable way. One would hope that the OCC would be secking to partner with the states in protecting
consumers and solving their problems. I believe that the state attorneys general and the OCC share
common goals of eliminating unfair and deceptive practices and in assuring a fair and competitive credit
marketplace. So it would be far preferable if we acted to complement each other’s efforts because there
is more than enough work for us all. Consumers need more consumer advocates to enforce the law, not
fewer.

The attorneys general have worked well with the Federal Trade Commission (FTC) and other
federal agencies in exercising our dual enforcement authority in other areas. 1believe that the nation
and our financial markets are much better off today because the Securities and Exchange Commission’s
enforcement authority is not exclusive.

The new rules do more than attempt to eliminate state enforcement; they also attempt to end
private rights of action against banks. Under North Carolina law, private individuals have a right to
vindicate their claims against national banks in state courts under our state unfair and deceptive trade
practice and predatory lending laws. Since, according to the OCC, these laws no longer apply to
national banks, the OCC’s actions strip consumers of their right to seek redress and offer them no
recourse in return because the FTC Act effectively allows no private right of action. It is a basic premise
of law enforcement that effective enforcement creates deterrence. By attempting to eliminate both state
and private enforcement, the OCC is undercutting the deterrent effect of consumer protection laws.

I compliment the OCC for issuing Advisory Letter 2004-2 in February. Prior to its issuance, the
OCC had interpreted its visitorial powers so expansively as to permit national banks to ignore state
attorneys general and banking commissioners even when we were processing routine consumer
complaints.® In its exuberance to shield national banks from the states, the OCC was prepared to

7 See, e.g.. State of Alaska v. First National Bank of Anchorage, 660 P.2d 406 (Alaska 1982) (holding that the Alaska
Attorney General could sue a national bank); Attorney General ¥. Michigan Nat’l Bank, 312 N.W.2d 405, 414 (Mich. App.
1981}, overruled on other grounds 325 N.W.2d 777 (Mich. 1982) (holding that a national bank could be held liable by the
Attorney General under state and federal consumer protection laws related to mortgage escrow accounts); State of Arizona v
Sgrillo and Valley National Bank of Arizona, 176 Ariz. 148, 859 P.2d 771 (1993); State of Wisconsin v. Ameritech Corp.
Household Bank and Household Credit Services, 185 Wis. 2d 686, 517 N.W.2d 705 (1994), aff"d 532 N.W.2d 449 (Wisc.
1995); State of West Virginia v. Scott Runyan Pontiac-Buick. Citizens National Bank, et al,, 194 W.Va. 770, 461 SE.2d 516
(W.Va. 1995) (holding that the Attorney General had the right to bring a civil action against the financial institutions,
including the national bank); State of Minnesota v. U.S. Bancorp., Inc., Case No. 99-872 (Consent Judgment, D. Minn.
1999).

30CC Advisory Letter 2002-9, 11/25/02.
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sacrifice the efficient mediation of consumer complaints. Fortunately, congressional and public pressure
has forced it to reconsider.

Over the past two years, my office alone has handled approximately 1,000 formal, written
complaints from North Carolina consumers against national banks and their identifiable operating
subsidiaries and thousands more telephone calls. By extrapolation, offices of attorneys general across
the nation receive approximately 20,000 written complaints each year concerning national banks and
their operating subsidiaries and tens of thousands more telephone inquiries. These complaints, for the
most part, are routine and, until last year, had been resolved by the banks without controversy and
without objection from the OCC.

While I commend this recent Advisory Letter, it fails to answer all our concerns. The OCC
remains clear in its instruction to banks that if a state does more than simply forward a complaint, then
the bank is to refuse to cooperate and to let the OCC know of the state’s actions. If my office were to
get a number of complaints against an operating subsidiary of a national bank and we wanted to
investigate the matter to ensure that no laws were being broken, the OCC has taken the extraordinary
step of instructing its member institutions to immediately notify the OCC and to refuse to cooperate with
my investigation. In fact, the OCC has halted numerous investigations and lawsuits by various state
attorneys general in the last three years.” This is wrong.

This outcome could leave me and my colleagues in the unenviable position of suspecting a
wrong but being unable to help the consumer who needs it unless the courts decide otherwise. My
oftice receives more than 100,000 phone calls and 17.000 written complaints each year, and credit issues
are the number one source of complaints for the past three vears. Across the nation, hundreds of lawyers
and hundreds more consumer protection specialists, investigators and support staff work on consumer
protection matters. Thousands of staffers working for state banking supervisors presently regulate many
operating subsidiaries of national banks. There is never a shortage of work because the need is great.

That work has paid off for consumers. In 2001, my office settled predatory lending allegations
against The Associates resulting in $20 million in consumer restitution to North Carolinians. A year
later the FTC achieved a national settlement with the same entity for $215 million. This case provides
an excellent example of state/Tederal cooperation. North Carolina and the FTC initiated separate
investigations into The Associates’ lending practices, and consulted with each other regularly. I believe
that once North Carolina achieved its result, it established a consumer friendly framework for the FTC
and the nation. Instead of competing over jurisdiction, we complemented each other’s efforts, and most
importantly, protected consumers.

? See section C in the attached comments by state attorneys general on the preemption rule. See, also, e.g., State of
Minnesota v. Fleet Mortgage Corp., 158 F. Supp. 2d 962 (D. Minn. 2001) (involving unfair and deceptive sales practices and
telemarketing); In the matters of Citibank and FirstUSA (involving an investigation begun in 2001 by Florida, [llinois.
California, and New York into the telemarketing operations of national banks in which the OCC unsuccessfully sought to
dissuade banks from concluding settlements with the states): In the matter of Citibank, US Bank, et. al. (involving an
investigation of on-line gambling by New York); In the matter of Key National Bank (invelving an investigation by
Maryland, Missouri, and Illinois into student loans in which the OCC claimed it alone would make a determination of
liability and after issuing its recent regulations, the OCC notified the Illinois Attorney General’s office that it would not
pursue the case against Key).
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T was also fortunate to have participated in a multistate predatory lending settlement with
Household that provided $484 million in restitution to consumers across the nation, $11 million for
North Carolina residents alone. Clearly, the states have valuable experience in consumer protection
broadly and combating predatory lending specifically.

By contrast, the OCC’s primary mission is to ensure the safety and soundness of the national
banking system. While that mission is vital, the OCC’s consumer protection role has been, at best, a
secondary development. It was not until 2000 that the OCC determined it had the authority to apply the
unfair and deceptive trade practices standards in the FTC Act against national banks. In a published
article, the First Senior Deputy Comptroller of the OCC questioned “why it took the federal banking
agencies more than twenty-five years to reach consensus on their authority to enforce the FTC Aet.™°
While the OCC was deliberating whether it had authority to protect consumers, states have been
enforcing state unfair practices laws for many years against a wide variety of business entities.""

Furthermore, the administrative enforcement actions undertaken by the OCC have had limited
success in obtaining restitution for consumers who have been victimized by unfair banking practices.
My office identified only one OCC case involving home mortgage abuses that provided restitution; it
restored $100,000 to 30 people.'*> While we welcome the OCC’s recent administrative efforts at
consumer protection, those efforts cannot supplant the efforts and achievements that the states have and
can achieve on behalf of consumers through negotiation and litigation. I have serious concerns that the
OCC will be unable to pursue all cases that should be brought nor achieve adequate results in all those
cases they do bring.

This skepticism regarding the OCC’s commitment to consumer protection also grows from an
examination of the role it has played in recent years in disputes between consumers and national banks.
The OCC has been criticized for consistently siding with national banks in cases brought by
consumers.'> As The Wall Street Journal stated in an article entitled “Dependent on Lenders” Fees, the
OCC Takes Banks’ Side Against Local Laws”:"

“Many federal regulators have a clear mandate to put consumers first... It’s less clear-cut
for the federal banking watchdog. Time and again, the U.S. agency that bank customers
might assume is on their side has lined up with banks to fight state and local measures
that purport to aid consumers.

Y Williams, Julie I.. and Michael S. Bylsma, “On the Same Page: Federal Banking Agency Enforcement of the FTC Act to
Address Unfair and Deceptive Practices by Banks,” 58 Bus. Lawyer 1243, 1244 (May, 2003).

! See note 7 for a partial list of cases

12 See 69 Fed. Reg. 1904, 1913 (Jan. 13, 2004). In the Matter of Clear Lake National Bank, San Antonio, Tx, Enforcement
Action 2003-135 (November 6, 2003).

13 See, e.g., Bank One. Utah v. Guttau, 1998 U.S. Dist. Lexis 14830 (S.D. Towa. 1998) (siding with bank against Iowa statute
that required ATMs to display name, address and phone number of owner and to maintain a state office); Metrobank v.
Foster, 193 F. Supp.2d 1156 (S.D. Towa 2002) (supporting a national bank in opposing Towa’s prohibition against charging
ATM fees that exceed “interchange fees™); Wells Fargo v. James, 321 F.3d 488 (5'“ Cir. 2003} {supporting group of banks
opposed to Texas’ “par value” statute that prohibits a bank from charging fees to cash checks drawn on that bank), May 10.
2001 Interpretative Letter, 66 Fed. Reg. 23977 (5/10/01) (authorizing national banks to conduct sales of returned lease
vehicles without complying with Ohio sales licensing laws}; May 23, 2001 Interpretative Letter, 66 Fed. Reg. 28593
(5/23/01) (declaring that a car dealer in Michigan is not subject to state motor vehicle sales financing laws if a national bank
is financing the sale).

' See note 5.
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“... The OCC’s siding with banks in court fights ‘may operate in some cases to the
disadvantage of consumers,” says [Comptroller] Hawke, a 68-year old lawyer who in
private practice represented both state and federally chartered banks. But his agency
‘can’t pick and choose whether a state law or action is good or bad’ for consumers. If it
cramps banks’ freedom to operate in the eyes of the OCC, it must go, he says.”

The article goes on to note the OCC’s built-in conflict of interest. It competes for the loyalty of
its banking constituency and secks out new banks to convert to a national charter. This “solicitousness
toward the businesses it oversees,” in the words of the Journal, fails to encourage confidence in the
OCC’s consumer protection function.

1 do not maintain that the OCC has undertaken its groundbreaking interpretation of federal law
because it doesn’t care about its member institutions that may engage in predatory lending or other
violations of state law. I believe it certainly wants to see its banks obeying the law. Yet, by preempting
state consumer protection laws and attempting to eliminate any real role for state and private
enforcement of those laws, I am certain that the OCC is doing harm to American banking customers. It
simply is not good public policy to leave all consumer protection enforcement exclusively in the hands
of a single agency that does not possess infinite resources nor share the same history and culture of
protecting consumers as state attorneys general.

The OCC Rules Do Not Effectively Address the Problem of Predatory Mortgage Lending and
They Undermine State Initiatives to Eliminate Predatory Lending Abuses

The OCC’s preemption rules will undermine the actions of many states to attack the critical
problem of predatory mortgage lending while offering up no effective alternative regulatory scheme.
The OCC has preempted virtually every consumer protection provision in the Georgia Fair Lending Act
and leaves no room for states to exercise their proper role to protect their residents from abusive
practices. It appears that the OCC does not understand the seriousness of this problem, because it
regards state predatory lending laws as impediments to efficient interstate bank operations, not as vital
protections for consumers.

The states have taken effective action to curtail predatory lending, both by enacting and
enforcing laws. The OCC, instead of recognizing and emulating the efforts of the states, has criticized
them while failing to implement effective regulations of its own. The predatory lending provisions in the
OCC rules are minimal and fail to address most of the abusive practices identified in state laws. The
OCC has identified and addressed only one specific abuse — asset-based lending. It also indicates that it
will apply the FTC Act’s unfair and deceptive standards to the area of mortgage lending but does not
identify what activities might constitute unfair and deceptive practices.

Almost all states have mini-F'TC Acts, but a growing number of states have concluded that
predatory lending is better addressed by targeted laws that attack specific abuses. These new state laws
address a number of specific problems absent in the OCC’s rules, including unjustified origination fees,
deceptive “discount” points, excessive prepayment penalties, loan flipping, and the financing of single
premium credit insurance. Just last week, a number of subprime lending industry representatives
testified before two House subcommittees that they endorse a federal predatory lending law, but only if
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it has clear rules, not general guidelines that require interpretation. Unfortunately this is what the OCC
has chosen to do.

Of particular concern is that the OCC believes that predatory lending laws seriously interfere
with a national bank’s ability to make loans. When I was a state senator, [ sponsored North Carolina’s
predatory lending law in 1999. 1 can assure you that both state and federally chartered banks in North
Carolina, to their credit, recognized the devastating effects of predatory lending and actively supported
our legislation. I do not believe they will say that the guidelines and protections in our law would have
any significant impact on a bank’s real estate lending. In drafting the legislation, we were careful to
target abusive practices that reputable lenders do not engage in and to avoid imposing burdens on the
legitimate mortgage lending marketplace. We were also careful, under the prevailing legal wisdom of
the time, to make the legislation preemption-proof by emphasizing consumer protections and avoiding
limits on interest rates or fees. That was 1999, though, before the OCC changed the rules. Now all state
predatory lending laws and their consumer protections are at risk of being wiped out by the OCC’s
preemption rule.

North Carolina’s law has worked. The worst predatorv lending practices have been stopped; vet
subprime mortgage credit remains freely available to North Carolina consumers. A comprehensive
study published last year by the Kenan-Flagler School of Business at the University of North Carolina
came to the following conclusion:

“The study shows that since the North Carolina law went into full effect, the subprime
market has behaved just as the law intended ... The number of loans with predatory
characteristics has fallen without either restricting access to loans to borrowers with
blemished credit or increasing the cost of those loans.”"*

Another study showed that our law saved consumers $100 million in the first year alone.'®

Many of the reforms implemented by North Carolina’s predatory lending law have been
voluntarily adopted as “best practices” by national subprime lenders. The prohibition on selling single
premium credit insurance was considered controversial when we enacted it into law in 2000. Yet within
two years, all the major subprime lenders have ceased offering this overpriced product. North Carolina
enacted a prohibition on loan flipping and required that refinanced loans offer some “net tangible
benefit” for the borrower. Now we see lenders implementing their own similar net tangible benefit tests
on a national basis. Also, subprime lenders like CitiFinancial, Household and Wells Fargo Financial
have reduced their origination fees and prepayment penalties, which were two of the practices targeted
by North Carolina’s law. Ihave met with executives from two of the nation’s largest subprime
mortgage companies, and they informed me that our law is reasonable and has weeded out the most
abusive lenders without restricting their companies’ ability to extend credit.

The OCC takes a different view. In its efforts to shelter national banks from state predatory
lending laws, the OCC has sought to discredit these laws as applied to all lenders, not only national

' Quercia, R.G., M A, Stegman, and W .R. Davis, “The Impact of North Carolina’s Anti-Predatory Lending Law: A
Descriptive Assessment,” Kenan-Flagler Business School, UNC-Chapel Hill, June 25, 2003,

'8 Firnst, Keith, John Farris, and Eric Stein, “North Carolina’s Subprime Home Loan Market After Predatory Lending
Reform.” Center for Responsible Lending, August 2002.
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banks. The OCC has criticized the North Carolina law and has published a flawed report to attempt to
discredit both our law and the UNC study.!” Its claim that predatory lending laws in general and the
Georgia law in particular interfere significantly with lenders’ ability to make real estate loans is off the
mark. 1g‘he Center for Responsible Lending has published an excellent critique of the OCC’s Working
Paper.

If the OCC has objections to any particular provisions of these state laws, it should address those
concerns specifically instead of issuing blanket orders that preempt all state laws. North Carolina law
has been in effect for three and a half years, and it is working.

There has been a great deal of misunderstanding about the effects of predatory lending laws.
The First Senior Deputy Comptroller of the OCC testified in January before the House Committee on
Financial Services about high cost loans requiring additional scrutiny by the ma.rketplace.19 She makes a
flawed assumption that extra scrutiny by the marketplace of high cost loans is bad. One must
distinguish between subprime loans and high cost loans. High cost loans represent a subset of subprime
loans, those with the highest percentage of points and fees. The extra scrutiny described is reserved for
only high cost loans, not all subprime loans. There are few if any high cost loans made, and when made,
they may be contrary to the borrower's interests. For this reason, North Carolina law places extra
burdens on high cost loans. It is appropriate for the marketplace to scrutinize these loans to make sure
they are legitimate, not predatory.

1 am concerned that these rules could have the unintended result of fostering predatory lending.
The changes make a national bank charter attractive to unserupulous, as well as serupulous, lenders.
There are 2,500 national banks,20 and if these rules achieve the desired effect of increasing membership,
this number will grow. National banks have an unknown number of operating subsidiaries and
operating subsidiary joint ventures. Wells Fargo alone had 76 operating subsidiaries that engaged in
consumer mortgage lending in May, 2002.*' The OCC cannot guarantee that it will prevent operating
subsidiaries and their multiple joint ventures from engaging in predatory lending, especially when it fails
to define predatorv lending with any specificity and when it has reduced the deterrent for engaging in
predatory lending by eliminating state and private enforcement.

Congressional Intent and Court Precedent Support the Applicability of Many State Laws to
National Banks

There is ample precedent to support the proposition that national banks are subject to certain
state laws and a dual system of enforcement. The attorneys general summarized the legal precedent in
our attached comments to the proposed preemption rules, and I will not restate the full legal analysis
here. In summary, it is the position of all fifty states that the OCC, in its pursuit of preemption authority,
has not fairly analyzed the cases governing the legal standard for preemption.

17 See, OCC Weorking Paper, Economic Issues in Predatory Lending, July 30, 2003.

'8 See, Center for Responsible Lending, Comments on the OCC Working Paper, September 2003

1 See, Testimony of Julie Williams before Subcommittee on Oversight and Investigations, January 28, 2004.

2 OCC website: www. occ.treas.gov.

! Testimony of Hilary Shelton, House Committee on Financial Services, Subcommittee on Oversight and Investigations,
1/28/04.
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[ will note that the leading Supreme Court case on national bank preemption, Barnett Bank of
Marion County, N.A. v. Nelson. ™ establishes a test of whether state law imposes a “significant
impairment™ or “significant interference” with a bank’s rights under federal law. The Court said that
preemption would be found if there was a direct conflict with express federal statutory authority because
“normally Congress would not want States to forbid, or to impair significantly, the exercise of a power
that Congress explicitly granted.” (emphasis added). The Court went on to say that the preemption test
was not intended “to deprive States of the power to regulate national banks, where (unlike here) doing so
does not prevent or significantly interfere with the national bank’s exercise of its powers.”

The Supreme Court, in Barnett and in many other cases, has not divested the states of all
meaningful regulatory authority over national banks, as the OCC essentially maintains. These decisions
leave a substantial role for the states. If a state law discriminates against a national bank, prohibits it
from doing business, or significantly interferes with its operations, then we agree there is preemption.
The rub is what “significant” means. The OCC believes any limitation or restriction imposed by a state,
however slight, constitutes significant interference if it “obstructs, impairs, or conditions” a national
bank. Under the OCC’s theory, state consumer protection laws would be preempted, since most such
laws impose some compliance requirement and have some incidental impact on a bank’s efficiency.

An example of the OCC’s extreme construction of these preemption standards can be found in its
August 2003 order preempting the Georgia Fair Lending Act.”® The Georgia law prohibits lenders from
encouraging prospective borrowers to default on their existing mortgage loans. North Carolina’s law
has a similar provision. Soliciting default would seem to be an obvious unfair trade practice, and I do
not believe any reputable lender or bank would ever engage in it. The prohibition, therefore. does not
impose any particular burdens on a bank. Yet the OCC declared this uncontroversial provision to be
preempted because it imposed an impermissible restriction on, and interfered with, “the exercise of the
Federal power of national banks to make real estate loans.”

In creating its new preemption standard, the OCC ignores Congressional intent and misinterprets
Supreme Court precedent. Congress expressed its particular concerns about banking preemption by the
OCC in the 1994 Riegle-Neal Interstate Banking and Branching Efficiency Act.” In enacting that law,
Congress stated that state law would continue to apply to the interstate operations of national banks,
particularly in the area of consumer protection. The report of the House-Senate conference committee
noted that under “well established judicial principles, national banks are subject to state law in many
significant respects.” The Conference Report found that, in the area of banking, the states have a
legitimate interest in protecting the rights of their consumers. The Report then declared that “Congress
does not intend that the [Act] alter this balance and thereby weaken States” authority to protect the
interests of their consumers, businesses. or communities.™

The Riegle-Neal Act is a clear expression of Congressional intent as to the importance of the
consumer protection role of the states. However, the OCC tries to avoid Riegle-Neal’s direction by
contending that the language on applicability of state laws does not apply to laws preempted by federal
law. The OCC does not acknowledge that in 1994, it was generally accepted that state consumer

517 U.S. 25 (1996).

68 FR 46264 (Aug. 5, 2003).

> Pub. L. 103-328.

*HR. Rep. No, 103-651, 1994 U.S. Code Cong. & Ad. News 2068, 2074,
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protection laws were not preempted. Congress would have had no reason in 1994 to anticipate that its
legislative intent would be thwarted by the OCC declaring all state consumer protection laws to be
preempted.

Congress has affirmed the longstanding consumer protection role of the states in the area of’
banking. However, the OCC has ignored this Congressional mandate and has attempted to erase the
protections afforded American consumers from their state laws and state enforcement officials. My
fellow attorneys general and I understand the Supremacy Clause. If our elected representatives in
Congress speak, we honor it. But it is unacceptable for the OCC to make these important policy
decisions overriding state law to the detriment of consumers.

Conclusion

The state attorneys general would prefer to have a cooperative relationship with the OCC, as we
do with other federal agencies. We should be sharing resources and working toward common goals of
consumer protection and fair competition. Unfortunately. in its preemption rules and other recent
actions, the OCC position will block consumers from experts who can help them. In the name of
banking efficiency, the OCC has swept aside state consumer protection laws and the ability of state
enforcement authorities to investigate and seek remedies for unlawful practices of both national banks
and their operating subsidiaries.

The opposition expressed by all states to the OCC’s actions is unprecedented but to date, we
have had no apparent impact on the OCC’s push toward preemption. All 50 state attorneys general
believe that the OCC’s rules are wrong as a matter of law and as a matter of policy. We will continue to
agsert our state enforcement rights in every forum available to us, including the courts, but when a
federal agency acts beyond the authority Congress has granted it and alters core principles of federalism,
states” rights, and consumer protection in the process, we believe that a congressional correction is
ncecessary.

My fellow attorneys general and I appreciate the Committee’s interest in these important issues.



121
Testimony of
GAVIN M. GEE
DIRECTOR OF FINANCE
For the

STATE OF IDAHO

on behalf of the

CONFERENCE OF STATE BANK SUPERVISORS

Before the

COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS

UNITED STATES SENATE

April 7, 2004



122

Good morning Chairman Shelby, Senator Sarbanes and members of the
Committee. I am Gavin Gee, Director of Finance for the State of Idaho and am
here today testifving on behalf of the Conference of State Bank Supervisors
(CSBS).

I thank you for inviting CSBS here today to discuss our concerns about the
Comptroller of the Currency’s recent preemption of state consumer protection
laws and enforcement authority. We commend you on this important and timely
hearing, and we especially appreciate this opportunity to represent state banking
regulators” views on the interplay of state and federal laws that govern banks and
their operating subsidiaries.

CSBS is the professional association of state officials who charter, regulate
and supervise the nation’s approximately 6,200 state-chartered commercial and
savings banks, and more than 400 state-licensed foreign banking offices
nationwide.

What may be more important to this discussion of preemption, however, is
that, by and large, we are the same state officials who license, examine, and take
consumer complaints and enforcement actions against some types of entities that
are, or could become operating subsidiaries of national banks. [ am referring to
mortgage brokers, mortgage lenders, finance companies, and other non-depository

lending institutions.
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The Comptroller of the Currency’s recent regulations seek to preempt
almost all state laws that apply to these businesses, if they are operating
subsidiaries of national banks. This regulation also tries to shield all national
banks — and their operating subsidiaries — from oversight, inspection and
enforcement actions by any state authority, including the state attorneys general.

The Comptroller has said repeatedly that these new regulations present no
fundamental shift in the OCC’s roles or responsibilities. He has called these
regulations merely the next logical step in the OCC’s interpretation of the National
Bank Act, the Riegle-Neal Interstate Banking and Branching Efficiency Act, and
the Gramm-Leach-Bliley Act. The Comptroller has also said that these changes
are incremental in nature and unlikely to have major effects on the banking
industry or on consumers’ experiences with financial institutions.

Chairman Shelby, members of the Committee, these claims — however
often they may be repeated — are not true. These regulations are not minor or
incremental changes. Their scope is nearly unlimited, and their implications are
potentially enormous. These regulations exceed the OCC’s statutory authority and
disregard Congressional intent. They effectively discard the oversight and
consumer protection structure already in place for these businesses, and they
ignore Congress’s design for functional regulation.

The OCC adopted these regulations over the strong objections from CSBS,
the National Governors Association, the National Conference of State Legislatures

and all fifty state attorneys general. The OCC also ignored requests from
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members of Congress for extra time to consider the implications of these new
rules. Instead, the OCC issued a set of regulations that may affect millions of
consumers across the country without a public hearing and without meaningful
consultation with the parties these regulations would affect. We object strongly to
the OCC’s process in issuing these regulations, and we look forward to the
findings of the General Accounting Office’s study of this process.

Technology is changing the delivery of financial products. Many large
banks and some small banks look less like the old commercial bank and more like
the diversified financial services providers envisioned by the Gramm-Leach-Bliley
Act. We appreciate that the largest financial services providers want more
coordinated regulation that helps them create a nationwide financial marketplace.
These goals are understandable. The state of Idaho and CSBS support coordinated
regulation in order to promote modernization of financial services, healthy
competition among providers, and greater availability of financial services to the
public.

The Comptroller’s stealth plan to cater to these desires, however, is not
easily understandable, nor is it reasonable. The OCC’s new regulations usurp the
powers of Congress, stifle states” efforts to protect their citizens, and threaten not
only the dual banking system but also public confidence in our financial services
industry. They challenge the functional regulatory structure created by Gramm-
Leach-Bliley and set the Office of the Comptroller of the Currency as the nation’s

dominant regulator of financial institutions and their state-corporate subsidiaries.
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We salute the Committee for holding this important hearing. and for
expressing appropriate concern about this regulation.

State laws against predatory lending seem to be the impetus of these
regulations. [ understand the objections some companies have to some of the laws
states have enacted. But legislative processes exist to change these laws, if
necessary. Circumventing the legislative process is not the right way to change a
law. Issuing regulations in an apparent attempt at empire building, sweeping
away the work of thousands of state legislators to protect millions of consumers, 1s
absolutely wrong. The Comptroller’s actions affect not only predatory lending
laws, but all state consumer protection laws and the states’ enforcement of those
laws.

To justity its rush to finalize its preemption rules, the OCC has stated that
its rules are necessary to prevent “real world” interference with credit availability
resulting from state predatory lending laws. Idaho, like the majority of states, has
not passed specific predatory lending legislation. There has been no interference
with credit availability in our “real world” of Idaho. Yet the result has been that
every state’s consumer protection laws and enforcement have been preempted.

We can tell you, and I am sure that the OCC can confirm, that the worst
cases of predatory lending we see come from nonbank lenders. Many of these
state-licensed businesses are now considering becoming operating subsidiaries of
national banks in order to exempt themselves from state laws. A coordinated

structure exists at the state level to supervise these entities, often involving
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multiple agencies. We do not believe that the OCC has any system in place that
would offer a comparable level of oversight.

If you allow these OCC rules to stand, our banking system, bank customers.
and customers of mortgage brokers, mortgage lenders, finance companies, and
other non-depository lending companies that become operating subsidiaries of
national banks will be hurt.

We are already seeing state-licensed entities converting to the national bank
operating subsidiary structure. The most dramatic recent example is HSBC’s
announcement of its intent to convert to a national bank charter. HSBC is the
parent corporation of Household International, one of the nation’s largest
mortgage and consumer finance companies. Household is now subject to a variety
of state licensing and consumer protection laws. In 2002, due to charges of unfair
and deceptive practices. Household reached a record settlement of $484 million in
consumer restitution and agreed to changes in it practices with all fifty states.
Once its parent, HSBC, is a national bank, Household can become an operating
subsidiary of that national bank, and its customers will lose all the protections they
now have under state law. To its credit, HSBC has said that it plans to maintain
Household HFC as a state-licensed entity, but the Comptroller’s regulations offer a
powerful incentive to make that change.

As the Idaho Director of Finance, I care deeply about Idaho consumers. |
care about protecting them from lending abuses, and about having legitimate credit

choices available to them. Our Department’s mission statement is: “To
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aggressively promote access to vigorous, healthy and comprehensive financial
services for Idaho citizens. This is accomplished through prudent and efficient
oversight of financial institutions, investment opportunities, and credit
transactions. Through laws enacted by the Idaho Legislature, legitimate financial
transactions are encouraged, while fraud, unsafe practices, and unlawful conduct
are detected and appropriate enforcement action 1s taken.”

There is no reason to believe that the OCC cares more than [, my
Department, our Governor, or Idaho’s legislature, do about Idaho’s consumers and
promoting financial services in Idaho. That is why [ am asking Congress to tum
this preemption effort aside.

Representatives of the OCC have spoken lately at length about cooperation.
We want to assure this Committee that the states have a long history of
cooperation and coordination with federal regulatory agencies. Idaho and other
states have, for example, entered cooperative agreements with the FDIC and the
Federal Reserve System to govern our joint supervision of banks. DBut this
cooperation stems from mutual respect for each other’s abilities and authority. Tt
appears to the states that the OCC is attempting to disguise its demands for
acquiescence as pleas for cooperation. After endeavoring to eliminate our ability
to protect our citizens in this regard, the OCC wonders why we can’t just get
along.

We urge this Committee and the Congress to reassert their authority in this

area. It remains Congress’s responsibility to set the policy that bank regulators
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implement. Congress has already laid out a framework for the interaction of state
and federal banking laws; the OCC’s regulations would make that framework
irrelevant and obsolete. Recognizing the needs of our diverse banking system and
its consumers, the Congress should intervene to reatfirm the balance of our dual
banking system and reject the OCC’s drive to change our system of regulation and

applicable law so radically without any Congressional input.

Importance of Decentralized Supervision

Maintaining a local role in consumer protection and a strong state banking
system is more important than ever as we see a new round of mergers among our
nation’s largest financial institutions. These mergers make economic sense for the
institutions involved, and may offer the customers of these institutions a larger
menu of products and services at prices that reflect economies of scale. But the
strength of our banking system is its diversity — the fact that we have enough
financial institutions, of enough different sizes and specialties, to meet the needs
of the world’s most diverse economy. Centralizing authority or financial power in
one agency, or in a small group of narrowly-regulated institutions, would threaten
the dynamic nature of our economy.

Federal Reserve Chairman Alan Greenspan has said that our “decentralized
and diverse banking structure” was arguably the key to weathering the financial
crisis of the late 1980s and returning quickly to economic health. Compare the

speed of this recovery to the centralized banking system of Japan, which has spent
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more than a decade in economic malaise as a result of the system’s inability to
confront its problems and address them.

State supervision and regulation are essential to our decentralized system.
State bank examiners are often the first to identify and address economic
problems, including cases of consumer abuse. We are the first responders to
almost any problem in the financial system, from downtumns in local industry or
real estate markets to the emergence of scams that prey on senior citizens. We can
and do respond to these problems much more quickly than the federal government.

We believe the process of routine examinations of financial institutions is
critical to consumer protection. The state of Idaho not only conducts regularly
scheduled examinations of our state-chartered banks, but also of mortgage brokers
and lenders and finance companies. It appears that these companies would escape
this routine surveillance if they now become operating subsidiaries of national
banks. The importance of examinations should not be underestimated; through
this process our examiners often uncover and address violations of consumer
protection laws before large segments of the population are affected. In 1997,
Govemor Phillips of the Iederal Reserve said. “no system of supervision or
regulation can provide total assurances that banking problems will not occur or
that banks will not fail.” Instead, she emphasized that the purpose is to “identify
weak banking practices early so that small or emerging problems can be addressed
before they become large and costly.” We question how often the OCC will travel

to Idaho to conduct routine examinations of these companies.
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The Comptroller has argued that the laws and rules states have enacted to
protect their citizens are burdensome to national banks. We are sensitive to
regulatory burden, and constantly look for ways to simplify and streamline
compliance. For example, I serve as the Chairman of the CSBS task force
addressing predatory lending. It is the goal of the taskforce to draft an anti-
predatory lending standard that can be adopted by the states, or presented to
Congress. to ease the burden on financial institutions that want to operate in
multiple states. The important difference between setting an anti-predatory
lending standard in this manner and the OCC’s unilateral action is that our process
builds on our collective expertise and allows the states to continue to protect their
own citizens.

As another example, the American Association of Residential Mortgage
Regulators (AARMR), the group of state mortgage regulators, has adopted a
uniform application for mortgage brokering or mortgage lending licensure. CSBS
is promoting the adoption of the uniform license application among the states,
again to ease the burden on mortgage companies wanting to do business on a
multi-state basis. The uniform application is already effective in Idaho.

We must note, however, that as technology enables the drive to a
nationwide financial marketplace, technology also makes compliance with both
federal and state laws easier for financial institutions than at any point in our
history. Since 2003 was yet another year of record earnings for the entire industry,

we cannot see justification for the Comptroller’s argument that national banks
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should be exempt from the laws that apply to any other bank or any other business
in a particular state. Where 1s the evidence that state consumer protection laws are
harming the national banking system? Why — through regulatory action — is one
class of institutions being shielded from these laws?

But perhaps the compromise for regulation of operating subsidiaries lies in
the states” efforts to develop uniform standards — and perhaps the standards need
to be implemented by Congress to ensure their uniformity — with enforcement
authority given to those who do it best: the states. This is not a new concept. The
Idaho Credit Code, the law that governs finance companies, has long incorporated
the Federal Consumer Credit Protection Act, including the Truth in Lending Act
and the Fair Credit Reporting Act. The Idaho Residential Mortgage Practices Act
incorporates the Federal Truth in Lending Act and the Real Estate Settlement
Procedures Act. In this way, mortgage companies and finance companies doing
business in Idaho know they have to comply with a national standard, but answer
to an Idaho regulator if they harm an Idaho consumer. We further invite our
regulated industries to let us know if any of the unique Idaho provisions in our
laws cause a burden to their interstate business.

Securities and DExchange Commission Chairman William Donaldson
welcomes state consumer-protection initiatives in the securities field, since, as he

has said, federal authorities “cannot be everywhere.” We applaud this approach.

Dual Banking System and History of Preemption
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The dual banking system is part of our democratic heritage. The phrase
“dual banking” refers not only to the parallel systems of state and federal banking
regulation, but also to the interaction of state and federal laws for the benefit of
our national and local economies. Since the creation of our dual banking system
in 1864, all banks, regardless of their charter, have been subject to a combination
of federal and state laws. The balance of state and federal authority has evolved,
shaped by new state and federal statutes and by a growing body of case law.

In general, the principle that has govemed the interaction of state and
federal law over national banks is that federal law overrides state law where the
two statutes directly conflict, or where the state law significantly impairs the
national bank’s ability to conduct its federally-authorized business. National
banks and their operating subsidiaries have traditionally been subject to a wide
range of state laws, and Congress has consistently deferred to state law in several
areas.

Most relevant to the current discussion is the Riegle-Neal Interstate
Banking and Branching Efficiency Act, which provided for state law to apply to
the interstate branches of national banks in four key areas -- intrastate branching,
consumer protection, fair lending and community reinvestment — as long as these
laws did not discriminate against national banks on the basis of their charter. This
applicable law provision was a key element of the compromise that produced the

nationwide branching law. Congress expressed its clear intent. in report language,
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that states should be able to offer all their citizens equal consumer protections,
regardless of whether these citizens used a state or a national bank.

The ten years since the passage of Riegle-Neal have transformed the
financial services industry. and in this transformation we have seen the value and
strength of our dual banking system. Banks have taken advantage of their new
powers under Riegle-Neal and Gramm-Leach-Bliley to offer their customers an
unprecedented range of new products and services. Many of these products and
services originated at the state level.

Over the past ten years, however, we have seen a new aspect of the dual
banking system’s value. As new products and services have emerged, so too have
new opportunities for consumer confusion and, in some cases, abuse. The
explosion of the mortgage industry created a new class of lenders for nonprime
borrowers, and in some cases these lenders engaged in predatory and fraudulent
practices. Many states sought remedies through enforcement of existing state
laws, new legislation, and financial education campaigns. Our efforts have
reached thousands of borrowers and potential borrowers, punished and
discouraged predatory lenders, and brought a national spotlight to this problem.

Our experience in this area shows that the dual banking system is not a
museum artifact or an anachronism, but a vital and essential dynamic for
promoting new f[inancial services while offering new approaches for consumer

protection.
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Ten years after the passage of nationwide banking, the dual banking system
1s more important than ever. It ensures diversity in our financial services system,
and it ensures that the regulatory system addresses local concerns as well as
national concerns. In this case, that specifically means the interests of local
borrowers and consumers.

The traditional dynamic of the dual banking system has been that the states
experiment with new products and services that Congress later enacts on a
nationwide basis. We generally discuss this history in terms of expanded powers,
but the states have been innovators in the area of consumer protection, as well.
States enacted CRA and fair lending statutes before the federal government did,
and states are now leading the way on predatory lending, identity theft, and
privacy initiatives. These state laws, which the OCC sees as burdensome to
national banks, are in fact providing all of us the opportunity to see what works
and what doesn’t, and find the appropriate balance before secking legislation on a
national level.

CSBS does, however, recognize a new dynamic in our dual system of
applicable state and federal law for financial institutions: the activism of city and
local governments in setting the terms of lending in response to concerns over
predatory lending practices. Many states, including Idaho, have already acted to
clarify that only state and federal laws govern lending, not city or local statutes.

Similar action in Congress might enhance the federalism dynamic.
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While it has been served up as the poster child for OCC preemption, the
Georgia predatory lending statute is, in fact, a good example of how responsive
the state system can be. Seeing a need for additional consumer protections, the
Georgia state legislature approved a law that took cffect on October 1, 2002.
Problems with this statute surfaced almost immediately. Both the financial
services industry and the regulators involved went back to the legislature to seck a
remedy, and the legislature passed revisions to that law on March 10, 2003 — less
than six months later.

The OCC is attempting to short-circuit this dynamic with the sweeping de
facto “field preemption” of these recent regulations by voiding all state laws that
“condition” the operation of a national bank or its operating subsidiary. States
may continue to seek new ways to protect their citizens, but if the OCC’s
regulations were to be upheld, these ettorts would be inetfectual. because the laws
would not apply to the customers of most of the nation’s largest financial
institutions who increasingly control much of the nation’s financial assets.

As I said earlier in my testimony, new consumer protection laws governing
these institutions would have to originate at the federal level. As you know,
enacting federal legislation is a long and cumbersome process. Federal laws
necessarily address problems with broad strokes that may not be appropriate for
both large and small organizations within the same industry. The state system is
much better equipped to respond quickly, and to tailor solutions to the specific

needs of various communities and industry sectors. If you lose the states as a
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laboratory for consumer protections and other innovations, you lose two great
attributes of our federalist system — the ability to find out what does and doesn’t
work, and the ability to tailor the response to the problem. New York doesn’t
necessarily need the solution for the problems we’ve identified in Idaho.

Preemption, as the Comptroller has noted. has always been part of the
dynamic of our dual banking system. Congressional preemption may be necessary
at times to create uniform national standards, as with the recently-enacted Fair and
Accurate Credit Transactions Act. The Conference of State Bank Supervisors
supported congressional preemption in this case. But we strongly oppose broad
OCC regulatory preemption in the absence of express guidance from Congress or
meaningful consultation with the states.

Riegle-Neal, in fact, lays out a process of notice and consultation for the
preemption of state laws, and does not contemplate the kind of de facto “field
preemption” embodied in these new OCC regulations. This process is rooted in
our democratic tradition, ensuring accountability, while allowing action when
necessary. The Comptroller of the Currency has justified his recent actions by
saying that they will improve the operating efficiency of national banks; is this

purported operating efficiency worth discarding our democratic process?

A New Class of Unregulated Institutions
Congress created a structure for functional regulation and consistently

expressed concern about consumer protection when it passed the Gramm-Leach-
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Bliley Actin 1999. At the time, that structure did not contemplate the creation of
a class of businesses that would not be subject to ordinary state consumer
protection laws. But the Comptroller is attempting to do that through these
regulations.

This is an issue that transcends banking, and in some cases transcends our
traditional view of financial services. With these regulations, the Comptroller
seeks to exempt an entire spectrum of mortgage banks and mortgage brokers,
finance companies, title companies, leasing companies, and retail securities
brokerages from local laws — if these companies happen to be operating
subsidiaries a national bank.

Furthermore, the Comptroller’s recent advance notice of proposed
rulemaking suggests that the definition of “operating subsidiary” for the purposes
of this rule may be very broad indeed. Our traditional understanding of an
operating subsidiary is one that is wholly-owned by its parent bank. The
Comptroller proposes that the operating subsidiary preemptions will apply to any
business where the parent bank owns or controls more than 50 percent of the
voting or similar interest in the subsidiary, or if the parent bank “otherwise
controls” the subsidiary and no other entity controls more than 50 percent of the
voting stock or similar interest. How small of an ownership interest can confer
these sweeping preemptions and protection from state oversight on these entities?

Mr. Chairman, this is not the action of a responsible regulator.



138

The OCC has said that it will provide the necessary oversight and
enforcement to address consumer concerns. We question whether the agency has
the resources to take on these new responsibilities. At the moment it seems that
the OCC is still trying to identify the scope of these new responsibilities. The
agency’s recently proposed rule on operating subsidiaries made it clear that the
OCC itself does not know how many operating subsidiaries are currently in
business in the United States. The OCC’s proposed rule would require operating
subsidiaries to identify their affiliation with their parent bank and their regulator
on their websites. This is a necessary and welcome requirement, but experience
shows us that this type of posting does little to stop consumers from calling their
state regulator or attorney general’s office. Currently in Idaho national banks are
identified on our website, and we provide contact information for the OCC.
However, consumers of national banks still call us when they have a problem with
their bank. It is our experience that consumers just want their problems solved,
and their first response is to call their state regulator. Consumers will complain to
the agency they feel most comfortable with, and where they believe they’ll receive
the most immediate attention. ['m proud to say that Idaho’s citizens expect that
from my office.

We have seen the OCC, on the other hand, intervene time and time again on
behalf of the nation’s largest banks to prevent the implementation of state
consumer protection laws. In these cases, the OCC has not been the consumer’s

advocate.
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The OCC’s preemption would create an uneven playing field for national
banks and state chartered banks, and that concerns us. What concerns us even
more, however, is that this preemption would also create an uneven playing field
for consumers. Borrowers who walk into a mortgage lender, a money transmitter
office or a finance company don’t know whether that business is owned by a
national bank. Those borrowers have the reasonable expectation that state laws
will protect them. If borrowers need to seck remedies, their first instinet will not
be to complain to the OCC. More often than not, they will come to us — to the

state banking departments and consumer credit agencies.

We will have to refer them to the OCC’s consumer compliance center in
Houston, Texas. A recent study by former Treasury official Sheila Bair found that
the OCC’s Consumer Assistance Group is already overwhelmed with complaints,

averaging 921 complaints per employee per year.

This is a resource issue, and it is within the OCC’s power to address. What
is not within the OCC’s power to address is the question of accountability. At the
state level, we are directly accountable to our citizens. Boise is a small city and
Idaho is a small state; if my office is not responsive to consumer complaints, we
hear about it directly from our citizens as well as from our Governor, our
legislature, and our attorney general. To whom is the OCC accountable, and what
recourse do consumers have if the OCC does not resolve their complaints? The

OCC would say — and has said — that these consumers have the option of pursuing
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their claims through litigation. It seems extreme to ask consumers to pursue their
complaints in federal court, and [ cannot imagine anyone advocating an increase in
class action suits at the federal level. But the Comptroller’s new regulations will

almost certainly create more federal litigation.

Let me explain to you, briefly, the impact that the OCC’s preemption will
have on our small state. Only a minority of states have enacted specific
“predatory lending” laws to combat abuses primarily occurring in mortgage
lending. Idaho is not one of that handful of states that have enacted predatory
lending laws; instead, we opted to use existing laws to combat instances of
predatory lending in Idaho. But there should be no doubt that even small states
like Idaho have their share of instances of predatory lending.

Idaho regulates the mortgage industry through two primary laws. One
gives us authority to license, examine, and take enforcement actions against
mortgage brokers and mortgage lenders. That law already exempts wholly-owned
subsidiaries of banks, including national banks. The law contains certain anti-
predatory prohibitions that differ from the OCC’s proposal. For example, our law
prohibits mortgage brokers from engaging in misrepresentations concerning
mortgage loans, and from “accept[ing] any fees at closing which were not
previously disclosed fully to the borrower.” But it also incorporates federal

standards, and authorizes our Department to take enforcement action if, for
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example, a mortgage broker violates the federal Real Estate Settlement Procedures
Act.

The OCC’s preemption would remove from our supervision operating
subsidiaries beyond those that are wholly-owned by a national bank. And. indeed,
to date, two operating subsidiaries of national banks have claimed that the OCC
has preempted Idaho’s oversight of their mortgage brokering and lending activities
in Idaho.

The other law that gives us authority to combat predatory mortgage lending
practices allows us to license, examine, and take enforcement actions against
finance companies. Similarly, this law incorporates federal standards, specifically
the federal Consumer Credit Protection Act. But it also allows the state to take
action against a lender who engages in fraudulent or unconscionable conduct. For
example. if the lender knows, when the loan is made, that the borrower likely
cannot repay the loan, it is an unconscionable loan.

Although we have not required national banks or their operating
subsidiaries to obtain licenses under this law, we have long maintained that these
businesses are subject to Idaho’s consumer protection provisions. The OCC
would now claim that the state cannot enforce those consumer protection
provisions, not only against national banks, but also not against finance companies
that choose to become operating subsidiaries of those banks. One such subsidiary
has already surrendered its license to the state based upon OCC preemption

theories.  Across the country, more then twenty national bank operating
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subsidiaries have stated that they will turn in their license when the OCC’s final
rule becomes effective. These operating subsidiaries include some of the nation’s
largest, such as Wells Fargo Home Mortgage, Fleet, PNC Home Mortgage and
Bank of America Auto Finance.

Perhaps because we are a small state, our agency has developed effective
relationships with local representatives of national banks that benefit Idaho
consumers. As in most states. our residents call us it they have a problem with
their bank, mortgage broker, or finance company. The OCC does not have an
office in Idaho. The OCC does not have a telephone listing in Idaho’s phone
books. Because we worked to develop contacts with national banks, our
examiners have been able to call a local or regional national bank employee to
resolve significant disputes. The OCC has now directed national banks to contact
them if the bank is contacted by a state official.

What do Idaho’s consumers stand to lose? Our Department has five staff
people dedicated to investigating consumer complaints received in person, in
writing, by telephone, and by email arising from transactions with mortgage
brokers, mortgage lenders, and finance companies. Over the past three years,
these examiners processed 617 complaints relating to these non-depository
lenders, and 247 complaints relating to national banks or their operating
subsidiaries. In the same period, we returmned over $3.5 million to Idaho
consumers as a result of resolved consumer complaints against mortgage brokers,

mortgage lenders, and finance companies, and charged an additional $216,000 in
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fines and penalties. Our agency conducted 274 investigations of mortgage
brokers, mortgage lenders, and finance companies, and 33 investigations of
national banks or their subsidiaries. In the past three years, we also completed 178
enforcement actions against non-depository lending institutions.

Under the Comptroller’s new regulations, we would not have been able to
take these actions if these businesses were operating subsidiaries.

I put forward two final numbers for your consideration. Over the past three
years, the staff of our small agency conducted 618 routine examinations of non-
depository lending mnstitutions doing business in Idaho. These examinations are
the ones that will be left undone if Idaho’s mortgage brokers, mortgage lenders,
and finance companies continue to surrender their state licenses to us under the
claim of OCC preemption. It is my understanding that the OCC rarely performs
on-site, routine examinations of national bank operating subsidiaries.

Finally, if all non-depository financial institutions in Idaho were to become
op-subs, Idaho citizens would lose the protection of Idaho’s laws when dealing
with nearly 1.700 companies.

The OCC has already challenged individual states’ efforts to enforce
consumer protection laws over car dealerships, telemarketers, an unlicensed trade
school and an air conditioning company because all of these businesses had
financing relationships with national banks. It boggles the mind to think that we
have seen the OCC defend national banks’ right to partner with organizations that

violate state law, but this is exactly what is happening — and this. on a grand scale,
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would be the immediate result of the Comptroller’s new preemption regulations.
These regulations would effectively allow national banks to profit by “renting”
their preemption authority to agency relationships.

We believe that these regulations far exceed the Comptroller’s statutory
authority under the National Bank Act, which generally allows preemption only
when state laws significantly interfere with a national bank’s ability to exercise the
powers of its charter. Before Gramm-Leach-Bliley, we were used to thinking of
the activities of bank operating subsidiaries as an extension of the bank itself.
Now, however, the activities of a bank’s operating subsidiary may be so far
removed [rom the bank that the consumer would never make the mental
connection between that business and the parent bank. State regulation and
oversight of these businesses, which often required separate licenses, filled any
oversight gap and made sure that consumers had a local contact for complaints.

And the state mechanism for responding to consumer complaints - many
related to the operating subsidiaries and aftiliates of national banks - has been
working, with millions, even hundreds of millions of dollars — as previously
mentioned in the discussion of the Houschold settlement -- being returned to
mistreated consumers.

States handle financial consumer complaints not only through our banking
departments, but also. as I mentioned, through separate departments that address
non-banking consumer credit issues. The states already have networks in place for

referring complaints to the appropriate agencies, and to law enforcement
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authorities when necessary. The states dedicate hundreds of employees to
handling these consumer complaints, and these resources strain to keep up with
the demand.

The Comptroller's regulations displace this network for national banks and
their operating subsidiaries. What 1s the justification for displacing existing
resources -- for pushing aside the local cop on the beat? With limited resources at
both state and federal levels, we should be talking about sharing responsibilities,

not preempting valuable resources.

Conclusion

For more than 150 years, Congress has been careful to balance the interests
of local government with the interests of a nationwide banking system. In
enacting new banking laws, Congress has consistently paid deference to state laws
in general and state consumer protection laws in particular. Riegle-Neal stipulated
that state laws on intrastate branching, community reinvestment, fair lending and
consumer protection would continue to apply to the branches of national banks,
unless these laws discriminated against national banks or were specifically
preempted by federal law.

The Comptroller’s proposed regulations have the opposite effect, with the
perverse result that state consumer protection laws would discriminate against

state-chartered financial institutions. In some states, we may sce legislatures move
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to reduce these consumer protection laws to avoid this discriminatory treatment.
This is not in the public interest. Surely it was not Congress’s intent.

This debate should not be about protecting or advancing one charter over
another. It should not be about turf. It should be about creating the best structure
for a financial services system that allows a wide range of financial institutions to
compete effectively and make their products and services available to all segments
of our nation, and that offers consumers protection and remedies against
fraudulent and misleading practices — no matter the charter of the consumers’
financial institution. If Congress finds that federal preemption is necessary to
achieve this goal, we will accept that. With his actions, however, the Comptroller
of the Currency is trying to cut off this discussion altogether.

The Conference of State Bank Supervisors supports nationwide banking.
We support interstate operations and the ability of customers to be able to move
and travel with their financial institutions, and we have worked hard to create a
structure that facilitates interstate branching. We support competition in the
marketplace and meaningful customer choice. We constantly seek opportunities
to decrease regulatory burden and help our largest financial institutions develop
more efficient operating systems. But this efficiency cannot come at the expense
of the consumer or at a competitive disadvantage to the thousands of community-
based institutions that serve these consumers.

Our highly diverse financial system is the envy of the world. The lesson

that much of the world has never learned is that the flexibility and responsiveness
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of the U.S. financial markets and financial regulators are the result of our
decentralized regulatory system. CSBS believes that the OCC’s de facto “tield
preemption” is a dangerous move toward centralization that could rob our dual
banking system of one of its greatest attributes.

We urge Congress to look carefully at this regulation and its implications,
and consider whatever actions may be necessary to clarity the interaction of state
and federal laws, restore the balance of the dual banking system, and reassert its
authority over federal banking policy.

Ultimately, you must decide whether you are comfortable putting your
constituents in the hands of an unelected official who, with the stroke of a pen,
secks to sweep aside all state consumer protection laws, and has effectively
declared all national banks and their operating subsidiaries in your state exempt
from the authority of your Govermnor, your state’s Attorney General, your state
legislature and your state’s financial regulators.

The Conference of State Bank Supervisors wants to be part of the solution.
We look forward to working with the Congress and with the federal banking
agencies to build a structure that facilitates nationwide banking without harming
our economies or the consumers our institutions serve.

Thank you for your attention. I look forward to answering the Committee’s

questions.
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ATTACHMENTS:

April 5, 2004
Examples of Customer Restitution Returned by State Banking Departments

The following summary highlights the success that a cross section of state banking
departments have achieved in investigating consumer complaints against national banks
and their subsidiaries that resulted in restitution to consumers in their respective states.
The examples highlight the role that states play as local cops on the beat with the ability
to pursue small dollar amount errors and omissions that might be overlooked by a
centralized approach through the OCC’s efforts only. The examples, alternatively,
highlight large dollars states have returned to the consumers in their states because of
violations of state consumer protection laws that have been broadly preempted by the
Comptroller’s recently finalized regulations.

Connecticut

The Connecticut Banking Department has worked closely with CT consumers to pursue
complaints consumers have brought to the Banking Department’s attention that have
involved national banks and their subsidiaries. Listed below are the total number of such
complaints for the years 2001, 2002 and 2003. Included next to the number of
complaints are the total dollars recovered or adjusted for consumers during each year.
Additionally, a list of National Banks and/or their operating subsidiaries is provided for
your information. The reimbursement amounts are generally a result of overcharges,
billing errors, etc., that the Department contacted national banks and their operating
subsidiaries about and are not a result of specific enforcement of a state statute.

In 2001 the Departments pursued 329 complaints against the national banks listed below
and their efforts returned $80,120 to consumers. In 2002 the Department pursued 312
complaints and their efforts returned $194,410 to consumers. In 2003 the Department
pursued 318 complaints and their efforts returned $96,919 to consumers.

The complaints were against the following companies:

Bank of America

Bank One

Citibank

First Horizon

First USA

Fleet

MBNA America
National City Mortgage
Wachovia

Wells Fargo
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Some of the more serious complaints have included the failure to honor mortgage loan
rate locks, assessment of fees in excess of state limits and requirements that the borrower
obtain hazard insurance in the amount of the mortgage despite the fact that many insurers
will not issue coverage in excess of the replacement value, resulting in the denial of the
loan. Although the CT has state statutes that offer protection for the consumers in these
areas, the Department noted that they are often powerless to enforce the statutes when a
national Banks or a national bank operating subsidiaries is involved.

New York
Citifinancial

The New York State Banking Department examined Citifinancial, a subsidiary of
Citicorp’s holding company. Due to the investigation, Citifinancial had to recast and
make refunds on 1,372 loans due to Part 41 (NY’s High Cost Home Loan regulation)
exceptions and consumers were refunded $694,374. CSBS is including this example
hecause the OCC newly finalized rules provide an attractive incentive for conversions to
the national bank operating subsidiary structure due fo sweeping preemption standards.

On 205 of the above loans the debt to income ratio exceeded 50% and there was no
evidence to indicate that the borrower had the capacity to repay the loan at the time that it
was made, nor were there any compelling reasons that would have justified the loan. It
appeared that the banker was relying on future increases in the value of the collateral for
repayment.

1,167 loans were found to have charged points and fees that exceeded the Part 41
threshold. The banker had incorrectly excluded fees paid to an affiliate from the Part 41
calculation. The excluded fees were appraisal and title fees. In addition, the banker had
been excluding renewal loans where no additional funds were disbursed from Part 41.
The banker also was excluding premiums for membership in protection plans in
determining the borrower’s ability to repay.

Loans that met the banks internal guideline for referral up to another Citigroup lender
were not made. As a result the borrower had to pay a higher interest rate on a
Citifinancial loan. Additionally, when a borrower did meet the established guidelines the
system allowed a bypass whereby the customer was not informed of this option.

The NY State Banking Department also found instances where consumers were sold
products for which they did not qualify. An example was selling disability insurance to
unemployed borrowers and to borrowers on active duty military service.

ABN Ambro

ABN Ambro, an operating subsidiary of a national Bank, had funded 22 loans that were
broker originated. They did not comply with Part 41, our High Cost Loan regulation, and
had to revise each of these loans and make refunds to consumers totaling $9,417.
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In total, the New York State Banking Department secured consumer restitution totaling
$42.520 in 2003; $102.174 in 2002 and $706.307 in 2001 from national bank subsidiaries
doing business in New York. Much of the money returned to consumers resulted from
NY State Banking Department examinations of mortgage lenders in NY that had not
followed the state’s high cost home loan regulations (Part 41.)

Maine

These are examples of investigations the Department’s Office of Consumer Credit
Regulation conducted that identified violations in Maine statutes (that resulted in
restitution for Maine consumers:

Title 9-A

§5-110 - Notice of Right to Cure
hitp:/Aanus state me usflegis/statutes/S-Aftitle9-AsecE-110. himi

National Bank Finance Company Subsidiary - Repossession without proper notice.

§6-111 - Unconscionable Agreements

htip Jianus. state. me. us/legis/statutes/S-AditleS-Asect-111 himl

National Bank Mortgage Company Subsidiary - Tried to induce a consumer to refinance a loan
which would have created a loan balance well above the value of the property and would have
resulted in payments too high for the borrower's income. (predatory lending practice)

§8-305 - Notice of Recurring Fees
hitpanus. state me. usiegis/statutes/9-Allitle9- Asec8-305 nimi

National Bank Credit Card Subsidiary - Billed annual fee on credit card without advance notice.

§8-401 - Fair Credit Billing
hitto:/Hfenus state. me usfegisfetatutes/g-Aditle9-Azen8-401 hitmd

National Bank Mortgage Company Subsidiary - Failure to correct or investigate inaccurate
application of payments on consumer credit transactions.

National Bank Mortgage Company Subsidiary - Inaccurate payoff calculation.

In 2003 such violations resulted in $10,000 in restitution to consumers.
In 2002 such violations resulted in $8.000 in restitution to consumers.
In 2001 such violations resulted in $8,000 in restitution to consumers.

Tennessee

The Tennessee Department of Financial Institutions reported that due to violations of
their statutes governing a range of service fees and related charges, they ordered
subsidiaries of national bank holding companies to return $121,859.18 to TN consumers
in 2003 due to 36 investigations that uncovered violations. In 2002 they ordered that
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$1.4 million be returned to TN consumers due to 70 investigations that uncovered
violations.

Given the substantive dollar remedies ordered by states like NY and TN, we include
these examples because the OCC’s final rules provide a real incentive to change their
structure to that of a national bank operating subsidiary in order to evade state consumer
protection laws through preemption.

Wisconsin

We have attached an exhaustive breakdown of complaints that the W1 Department of
Financial Institutions conducted of national banks and their subsidiaries. As a result of
the investigations the Department conducted in 2003 the Department worked with
national banks and their subsidiaries which resulted in the return of $10,486 to WI
consumers. In 2002 the Department’s pursuit of consumer complaints against national
banks and their subsidiaries resulted in $17,170 being returned to consumers; and in 2001
the Department’s work with such institutions resulted in $32,044 in refunds/restitution to
consumers.

The Department ordered the restitution based on violations of a range of W1 statutes such
as accounting errors that resulted in incorrect extra charges to consumers and unlawful
collection practices
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Examples of Complaints Against National Banks or Their Subsidiaries

(State of Wisconsin)
2003 2002 2001

National Banks 65 42 42
Credit Card Subsidiaries 64 71 63
Mortgage Banking Subsidiaries 7 2 2
Other 1 4
Total 136 116 111
Accounting Error 10
Additional Charges 2 2
Advertising 9
Auto Lease 1
Billing Error 3 22

Change in Credit Terms

Checking Account Procedures

w

Collection - 3rd Party Contact

Collection - General Practices

Collection - Harassment

Collection - Late Calls

Collection - On the Job Contact

Contract Validity

Credit Card/Check ID

Credit Denial

Credit Insurance

Credit Report - Inaccurate

Credit Report - Misc.

Debit Cards

Default Notice

Disclosures

Discrimination

Disputed Debt

~1

Finance Charges

Identity Theft

Interest Rate

Miscellaneous

Misrepresentation

Negative Option

Negotiable Instruments

No Signed Credit Agreement
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Notice of Assignment

Payoff Inaccurate

Property Insurance

Real Estate/Mortgage/Escrow

~

—_

Repossession of Collateral

Savings Accounts

Trust Account Procedures

Unauthorized use of bank account

Unauthorized use of credit card

Unfair Practices

Unsolicited Credit Card
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Testimony of Martin Eakes,

Chief Executive Officer, Center for Responsible Lending
Before the Senate Committee on Banking, Housing and Urban A ffairs
Hearing On
The Office of the Comptroller of the Currency's Rules on
National Bank Preemption and Visitorial Powers

April 7, 2004

Chairman Shelby, Ranking Member Sarbanes, and members of the Committee,
thank you for holding this important hearing and for inviting me to testify before you
today. Tam CEO of Self-Help and the Center for Responsible Lending (CRL). Self-Help
is a non-profit community development lender that creates ownership opportunities for
low-income and minority families through homeownership and small business financing.
Since 1980, Self-Help has provided over $3 billion in financing in 47 states, enabling
more than 37,000 families to become homeowners. CRL, an affiliate of Self-Help, is a
nonprofit, nonpartisan research and policy organization that promotes responsible lending
practices and access to fair terms of credit for low-wealth families. CRL is dedicated to
protecting homeownership and family wealth by working to eliminate abusive financial

practices.
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For the first 20 years of my professional life, I worked to make subprime home
loans to low-wealth families unable to get a loan from a bank. In 1998, my perspective
on Self-Help’s mission expanded when a middle-aged African American home loan
borrower broke into tears in my office. He told me his wife had died three years before,
leaving him to care for their six-year old daughter. He desperately wanted to hold onto
his house, telling me, “This house is more than a home. It is also the physical memory of
my daughter’s mother.” For ten vears, he said, he had tried to refinance a home loan he
had taken at 14% interest; he insisted that the lender would not let him pay off the loan.
The loan documents showed that this man’s loan of $29,000 had been inflated with
$15,000 in fees. The lender would not tell him—or me -- the pay-off balance.

We soon discovered that the problem was larger than one loan. This same lender
was making 18,000 mortgage loans per year in North Carolina alone. As I attempted to
help this man refinance his loan with Self-Help—and to help others who followed him --
I learned how an unscrupulous lender can steal a lifetime’s accumulation of wealth in the
few seconds it takes a homeowner to sign his name. We realized all our efforts to build
wealth through homeownership are unlikely to result in lasting changes for the
communities we work in unless we also work to protect wealth from predatory practices
and unscrupulous lenders.

States have acted to build on federal protections against abusive lending;
however, the OCC’s final regulation represents a major step backwards in the fight
against predatory lending. We cannot afford to have our collective efforts to protect
borrowers from losing their homes and the lifetime of savings built up in home equity to

be diminished by a renegade federal agency. To preserve homeownership, a competitive



162

dual banking system, and the right of states to protect their citizens, Congress should
rescind the OCC’s regulation.
In my testimony, I will emphasize four main points:
= First, the OCC’s final regulation rolls back state legislation that has curbed
abusive lending practices while preserving access to credit. The OCC’s action
will undermine creative efforts by states to protect their citizens from evolving
financial abuses.
= Second, the OCC’s final regulation has all but eliminated the essential role
that States have played in enforcing state laws against abusive lending by
national banks, and particularly, by their operating subsidiaries. Instead of
complementing a state’s efforts, the OCC seeks to replace them, at a
catastrophic cost to American homeowners.
= Third, the OCC has blatantly ignored Congressional directives to refrain from
interfering with state efforts to protect its citizens from abusive lending unless
the Federal policy interest is clear and the legal basis is compelling.
= Finally, the OCC’s actions will make the national bank charter a safe haven

for predatory lenders, an outcome that is bad for borrowers and bad for banks.

I. State laws have effectively curbed abusive lending without drying up access to
credit.

Predatory lending practices, such as exorbitant and anti-competitive fees, strip
families of the home equity wealth that could otherwise be used to send children to

college, start small businesses, weather crises such as unanticipated medical expenses,
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and ensure a measure of economic security in old age. We estimate that predatory
lending costs American families approximately $9.1 billion each year in lost homeowner

equity, unfair back-end penalties, and excess interest paid.!

A. State legislatures have devised successtul approaches to the problems of
predatory lending.

Five years ago, we helped form the Coalition for Responsible Lending to respond
to predatory lending in North Carolina. The group began with the CEQs of 120 financial
institutions. Eighty-eight organizations joined this coalition, representing three million
North Carolina voters. Coalition members included the NAACP, Habitat for Humanity
chapters, and the Council of Churches. Ultimately, the Coalition worked with
associations representing realtors, mortgage brokers, mortgage bankers, credit unions,
community banks, and the state’s large banks to support a moderate bill that passed both
legislative chambers nearly unanimously.

Significantly, national banks — and North Carolina has some of the largest and
best -- helped draft North Carolina’s landmark law and publicly supported it. Their
participation in the state effort reinforced what we already knew from our lending
partnerships: The vast majority of national banks are responsible lenders and they abhor
predatory lending, both for creating a negative perception of financial institutions and as
an illegitimate and anti-competitive banking practice. Consequently, I was surprised to
hear the OCC’s Chief Counsel assert in January that some national banks had stopped
making subprime home loans in North Carolina because of the law. To my knowledge,

not a single national bank has complained about North Carolina’s law or has ever

! Stein, Eric. “Quantifying the Economic Cost of Predatory Lending,” Coalition for Responsible Lending
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requested that the OCC issue a ruling to preempt the law’s application. In fact, no major
prime or subprime lender has pulled out of the North Carolina mortgage market in
response to the law that has been in full effect since 2000.

North Carolina’s predatory lending law was built on the foundation of the federal
Home Ownership and Equity Protection Act of 1994. We did not ban specific loans.
Rather, building on the IIOEPA model established by Congress, the North Carolina
predatory lending law established special protections for borrowers entering into “high-
cost” loans. North Carolina did not alter the federal HOEPA standard on interest rates in
any way because we felt the major abuses were exorbitant fees and other equity-stripping
loan terms. Once charged, fees are forever; excessive interest rates, on the other hand,
can be temporary, as responsible lenders compete to offer better rates. Thus, the North
Carolina law supplemented federal protections by reducing the threshold for up-front fees
that trigger high-cost loan protections. The law therefore encourages — but does not
require -- lenders to shift some compensation from uptront fees to interest rates, so that
the risk of a loan is captured in the rate, the term most apparent to borrowers shopping for
a loan.

Reflecting the broad consensus we developed in North Carolina, the law lowered
the threshold for additional borrower protections to five percent of the loan amount—five
times the fees typically charged in the conventional market.” This threshold is still
generous, and the law does not apply protections to the vast majority of prime or even

subprime loans. Rather, it adds important protections for the worst and most risky loans

(2001) (available at http://www.predatory lending org/pdfs/Quant10-01.PDF).
% According to Freddie Mac, conventional borrowers pay, on average, a 1.1% crigination fee. Fannie Mae
conference, “The Role of Automated Underwriting in Expanding Minority Home Ownership.” Airlie
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in the marketplace, loans that should be rare. The vast majority of national banks do not
even make loans in this range. In fact, Fannie Mae and Freddie Mac. as well as many
other lenders’ and investors” best practices, currently provide that they will not make or
purchase loans with points and fees above five percent of the loan amount.” The OCC
itself has cautioned national banks against the liquidity risk of investing in mortgages
with more than 5% points and fees given the adverse reaction from the secondary market
to those loans.*

In addition to providing protections for borrowers in high-cost home loans,” the
North Carolina law also prohibits a few blatantly abusive practices for all home loans.
In particular, the law bans the financing of single premium credit insurance, insurance
purchased by the borrower to repay the lender in the event the borrower dies. The
practice of financing credit insurance into a home mortgage has been almost completely

eliminated since the passage of the North Carolina law, through the combined efforts of

Center, Warrenton, Virginia, (June 8, 2000). Peter Mahoney, Associate General Counsel of Freddie Mac,
reported that total points and fees for conventional loans has decreased from 1.6% in 1993 to 1.1% in 1999,
? Freddie Mac and Fannie Mae, the two largest purchasers of home loans in the nation, will not purchase
ddiemac.com/sell/ 228mditr htm,
Jrww e elanmemae.cont/sinelefamily/forms guidehoesender lelters/db lender letters jhiml7role~ou
#(73-00). Tn addition, the best practices of the nation’s three largest subprime home lenders, accounting for
more than 25% of the market, limit fees on loans to 5% or less: Household Intemational, the nation’s
largest subprime home lender, caps origination fees at 3%. See
hitpSvww. household com/corpdhiay best practice jsp#s. Citifinancial, the nation’s second largest
subprime home lender, caps fees on loans made at Citi branches at 3%. See 9/19/2002 announcement at
hitp/rwww citigroup.com/citigroup/press/data/02001 92 htm. Washington Mutual, the nation’s third largest
subprime lender, caps points and fees at 5% (including yield spread premiums paid by lender to brokers ).
See http:/www wamunewsroom. com/images/pressreleases/Responsible lending prineiples.pdf.
*OCC Advisory Letter 2003-3 (htip://www.occ.treas.gov/fip/advisory/2003-3.doc).
¥ Because financed fees are often invisible to the borrower, who does not actually see cash paid out for
these costs, lenders may not finance fees in high-cost loans. The law also prohibits balloon payments and
negative amortization on such loans, loan structures that can be used to obscure the cost of equity-stripping
fees. Furthermore, high-cost home lenders must look beyond the value of the collateral used to secure a
loan when assessing borrowers” ability to repay. Finally, given the high likelihood of abuse in high-cost
home loan transaction, the law requires counseling before a high-cost loan is closed. This mandate is
similar to the Congressional requirement of counseling in conjunction with reverse mortgage transactions.
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federal regulators,6 the GSEs,” and disavowal of the practice by major lenders.® The Act
also bans “flipping,” refinancing a loan primarily to generate fees for the lender without
providing the borrower with a “reasonable tangible net benefit.” Prepayment penalties for
early repayment of a first-lien home loan of less than $150,000 -- deceptive fees
pervasive in the subprime market’-- are also not permitted. Again, these are practices
that an increasing number of lenders have disavowed. By CRL’s estimate, the North
Carolina anti-predatory lending law saves homeowners S100 million each year.'

Fortunately, North Carolina has not been the only State to pass important
legislation against predatory lending. Nearly half of the States have passed legislation to
curb abusive lending. Much has been learned through these efforts. In Georgia, for

instance, the legislature passed the strongest anti-predatory lending law in the country,

666 Fed. Reg. 65604 (Dec. 20, 2001) (amending Regulation Z to include premiums for credit life insurance
and similar products in the calculation of the HOEPA points and fees trigger).

7 See Freddie Mac, “News Release: Freddie Mac Announces Steps To Protect Borrowers From Predatory
Lending Practices™ (March 24, 2000) (available at

htt:/Aeww, freddiemac. commews/archives 2000/ redatory hitm)., Fannie Mae, “News Release: Fannie Mae
Chairman Announces New Loan Guidelines to Combat Predatory Lending Practices” (April 11, 2000)
(available at http://www fanniemae. com/newsreleases/2000/0710.jhtm1).

® Bank of America, Chase, First Union, Wachovia, Ameriquest, Option One, Citigroup, Household and
American General have all decided not to offer SPCT on their subprime loans. See “Equicredit to Stop
Selling Single-Premium Credit Life”, Tnside B&C Lending at p.3 (Bank of America, April 2, 2001); Erick
Bergquist, “Gloom Turns to Optimism in the Subprime Business,” American Banker at p.10 (Chase, May
15, 2001); “First Union and Wachovia Announce Community Commitment for the New Wachovia,” (May
24, 2001); statements by officers of Ameriquest and Option One; Jathon Sapsford, “Citigroup Will Halt
Home-Loan Product Criticized by Some as Predatory Lending,” Wall Street Journal (June 29, 20017,
Anitha Reddy, “Household Alters Loan Policy,” Washington Post (July 12, 2001); Patrick McGeehan,
“Third Insurer to Stop Selling Single-Premium Credit Life Policies”, New York Times (American General,
July 21, 2001).

° In contrast to an 80% prevalence of prepayment penalties in subprime loans, in the competitive,
conventional conforming market, less than 2% of borrowers accept prepayment penalties. See Standard &
Peor’s, Legal Criteria Reaffirmed for the Securitization of Prepayment Penalties, at

http:/Awww. standardandpoors.com (May 29, 2002); Freddie offers a new A-, prepay-penaity program,
Mortgage Marketplace, at 1-2 (May 24, 1999); Joshua Brockman, Fannie revamps prepayment-penalty
bonds, American Banker at 16 (July 20, 1999). For a discussion of prepayment penalties, see Goldstein
and Son, Why Prepayment Penalties ave Abusive in Subprime Loans (April 2, 2003) (available at
http://www.responsiblelending. org/pdfs/PPP_Policy_Paper2.pdf).

19 Emst, Keith, John Farris, and Eric Stein, “North Carolina’s Subprime Home Loan Market After
Predatory Lending Reform”, Center for Responsible Lending (August 2002) (available at
http://www.responsiblelending.org/predlend nc/working.cfm).
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only to realize that its strict liability for buyers of home loans unnecessarily restricted the
willingness of secondary market participants to provide credit to Georgia homeowners.
In a matter of days, secondary market players and Georgia policymakers were able to
draft language to address this problem. Georgia taught us an important lesson: State
legislatures can move with rapid speed to fine-tune the balance between protecting access
to credit and protecting borrowers from abusive loan terms.

Furthermore, states can build on the successes of other states to fill in gaps left in
earlier laws. In fact, after numerous other states applied their anti-predatory lending laws
to open-end loans, North Carolina expanded its law to cover these loans under our Act.
Most recently, legislatures in New Jersey and New Mexico have passed strong anti-
predatory lending laws that have incorporated the successful parts of the “first
generation” of predatory lending laws (such as New York and North Carolina), adopted
the lessons of Georgia’s experience, and added new provisions to close loopholes that
have emerged in these earlier laws.

All of the major secondary market participants, including Fannie Mae and Freddie
Mac, have recently announced that they will continue to purchase or rate all mortgage

transactions in New Jersey and New Mexico, with the exception of high-cost loans.'' In

n See, e.g., Fannie Mae, Purchase of New Jersey and New Mexico “High-Cost Home Loans,” and Illinois
“High-Cost Home Loans,” Announcement 3-12 (November 21, 2003); Freddie Mac, Industry Leiter
(November 26, 2003Y; Standard & Poors, Standard & Poor's Permits Additional New Jersey Morigage
Loans Into Rated SF Transactions (November 25, 2003) (specifically citing NJ Department of Banking
regulations and an opinion from the NT Attorney General as reasons for their policy adjustment). While
there have been some technical concerns raised with regard to the New Jersey and New Mexico laws,
legislators and regulators in those states have again proven that they can readily resolve such issues. See,
e.g. Bulleting 3-30 and 3-15 regarding the New Jersey Homeownership Security Act, available at
bttp:/Awwwnidobi org/PressReleases/or] 11803 htm. While there have been some claims that lenders are
leaving the New Jersey market, this appears to be politically motivated, rather than based on substantive
concerns with the law. The Department of Banking recently stated,

Unfortunately, certain large lenders are trying to stop the new law by refusing to offer loans, refusing to
fund smaller lenders, and arguing that the law will dry up available credit. It is not the law that is drying up
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fact, there continues to be a thriving secondary market for the vast majority of subprime
loans in states that have enacted anti-predatory lending legislation. Nationally, both
subprime lending and the securitization of subprime loans increased by over 50 percent in
2003 over 2002 — volume increased to $332 billion from $213 billion, while subprime
securities rose to $203 billion from $135 billion.'? As reported by an industry
publication, “Subprime lenders should continue to see strong demand for their product in

2213

the secondary market this year, analysts predict.”” Furthermore, “Fitch anticipates few

problems from ‘pending or existing’ predatory lending laws, as both sellers and issuers
have significantly stepped up their due diligence efforts.”™"*

The adjustments by secondary market participants demonstrate that state laws
successfully encourage the market to police itself and discourage loans with excessive
fees. Because the secondary market is willing to purchase all loans except high-cost
loans, lenders are more likely to charge for risk through rate in order to stay below high-
cost thresholds. Further, these laws ensure that borrowers with high-cost loans are better
protected if a loan turns out to be abusive, because the lender is more likely to have held
the loan in portfolio.

In summary, state legislatures have acted as laboratories of democracy. These

efforts are producing a convergence on many issues and have already had an effect at the

federal level. State efforts have informed the Federal Reserve’s decision to include single

credit, it is these steps lenders are taking as part of their overall strategy to change the law. Available at
http/fwww.state.nj.us/dobihoa03alert htm.

2 Inside B & C Lending. Jan. 12, 2004, p.3 and Feb. 9, p.1. The growth rate over ten years has been
astounding: in 1994, subprime lending totaled just $34 billion, while only $11 billion of that was
securitized.

B Inside B & C Lending. Jan. 12, 2004, p.3.

H1d at4.
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premium credit insurance in the HOEPA calculation of points and fees," the OTS
decision to address prepayment penalty abuses by state housing creditors,'® and even the
OCC’s own advisory guidance regarding unfair and deceptive trade practices.!”
B. State laws are working as intended, notwithstanding the OCC’s efforts to
impugn them with rhetoric and flawed research.

Unfortunately, the OCC has attacked state anti-predatory lending laws in order to
justify its preemption rules. We believe that, had it had been a bit more vigorous in its
own empirical assessment of these laws, the OCC would have concluded that the North
Carolina law has decreased predatory practices without diminishing access to legitimate
credit and that other state laws were likely to have similar results.

When it promulgated its proposed rule and preempted application of Georgia’s
amended law to national banks, the OCC released a working paper entitled “Economic
Issues in Predatory Lending” in July 2003. This outcome-driven working paper falls far
short of the quality of research one would expect from a federal agency. The working
paper shows an underlying failure to understand the real abuses addressed by the state
anti-predatory lending laws. The best example of the OCC’s blinders can be seen in the
paper’s focus on interest rates; the paper fails to consider excessive fees or equity-
stripping practices like flipping. This oversight is astonishing since successful state anti-
predatory lending laws all target excessive fees, not interest rates. Furthermore, as

explained in CRL’s comments to the OCC on this working paper, the OCC demonstrates

¥ 66 Fed. Reg. 65604 (Dec. 20, 2001).

16 67 Fed. Reg. 60542 (Sept. 26, 2002).

17 See OCC Advisory Letter 2003-2, “Guidelines for National Banks to Guard Against Predatory and
Abusive Lending Practices.” February 21, 2003; OCC Advisory Letter 2003-3, “Avoiding Predatory and
Abusive Lending Practices in Brokered and Purchased Loans,” February 21, 2003.
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significant bias in its review of research conducted on the impact of anti-predatory
lending laws.'®

1. Research shows that the North Carolina law is working as intended to

protect homeowners and preserve access to credit.

The best and most comprehensive research regarding the effects of the North
Carolina law shows that the North Carolina approach has been successful in addressing
the worst predatory lending abuses while preserving access to affordable credit for
subprime borrowers. Using a database of 3.3 million loans made by more than twenty
lenders in all fifty states, researchers at the Center for Community Capitalism at the
Kenan-Ilagler Business School of the University of North Carolina at Chapel Hill
concluded that the law is working as intended.'® After analyzing the effects of North
Carolina’s law on the home mortgage market, the researchers found that the data “are
strongly suggestive that the North Carolina law is doing what it is supposed to do.®

While the number of subprime refinance originations decreased after the law’s
implementation, “about ninety percent of the decline was in predatory loans.™ More
specifically, the UNC study noted a decline in the incidence of subprime home refinance
loans containing prepayment penalty terms that exceed three years, subprime balloon
payments, and loan-to-value ratios of 110 percent or more. The study appropriately

viewed such loans as of little or no benefit to the borrower. In short, the study suggests

18 See Center for Responsible Lending, Comments Addressing the OCC'’s Proposal to Freempt Application
of Siate Anti-Predatory Lending and Other Laws, Docket No. 03-16, October 6, 2003, at Appendix A.
CRL comments to the OCC are available on our website at hitp.//www responsiblelending ors.

' The Loan Performance data set used for this study is the most comprehensive data available on the
subprime mortgage market. R. Quercia, M. Stegman, & W. Davis, “An Assessment of the Impacts of North
Carolina’s Predatory Lending Law” (forthcoming Fannie Mae Foundation Housing Policy Debate). Note:
As acknowledged in the study, the Center for Responsible T.ending provided financial support to enable the
research.

* R. Quercia, ct al. at 26.
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that the reduction of subprime refinances is consistent with a "weeding out” of bad loans
since passage of the law.

Results from the study also suggested that the fees being charged before the law’s
implementation were not genuinely priced to account for the risk of default, but rather
were inflated to extract extra charges from North Carolina’s most vulnerable populations.
The aim of the North Carolina law was to encourage lenders to reflect price in interest
rate rather than in fees. However, “the mean change in interest rate for all subprime
originations in North Carolina after the law took effect is significantly lower than the

2922

national increase.”” This fact also suggests that there was no post-law reduction in the
supply of capital to North Carolina.

In fact, on the crucial issue of credit availability, the report found that “IHome
purchase loans to North Carolina borrowers with credit scores below 580 more than
doubled since the Act was fully implemented, compared with a 62 percent increase
nationally.”* In addition, “there was a post-law growth of 72 percent in the number
of subprime home purchase loans in North Carolina.”

The University of North Carolina confirmed what earlier research already
suggested. An analysis by a leading industry trade journal, Inside B&C Lending, found
that top North Carolina subprime lenders continue to offer a full array of products for

borrowers in North Carolina—with little or no variation in rate compared to other

states.? In addition, a Morgan Stanley & Co. survey of 280 subprime branch managers

' R. Quercia, et al. at 26.
2 R. Quercia, et al. at 22.
B R. Quercia, et al. at 20.
*R. Quercia, et al. at 18.
* Inside B&C Lending. 2001. Lenders Will Try to Pin Down Effects of NC Mortgage Law. March 5.
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and brokers found that tougher predatory lending laws have not reduced subprime
residential lending volumes in any significant way.?

Our own analysis of home loans reported to federal regulators as originated under
the Home Mortgage Disclosure Act (HMDA) shows that subprime lending continues to
thrive in North Carolina.”’ In 2000, North Carolina was still the sixth most active state
for subprime lending, with North Carolina borrowers 20 percent more likely to receive a
subprime loan than borrowers in the rest of the nation. One in every three loans to low-
income North Carolina families (annual incomes of $25,000 or less) was subprime, the
highest such proportion in the country.

2. The OCC ignored this compelling research in favor of uncritical

acceptance of flawed research that supported the OCC’s position.

The OCC working paper, however, uncritically accepted the conclusions of an
industry-sponsored Credit Research Center (CRC) study, which claimed that the North
Carolina law decreased low-income borrowers” access to credit. The CRC’s conclusions
should be viewed with suspicion for several reasons. First, the CRC study contradicts
other industry reports and the weight of available evidence. Second, the CRC study relies
upon a limited data set from nine anonymous lenders that has not been made available for
independent verification.®® Third, the CRC study examines data from a period ending

June 30, 2000, the day before most of the North Carolina law’s provisions took effect.

2 Morgan Stanley. 2002. Channel Check: Surprisingly Strong Subprime Growth. Diversified Financials.
August 1.

¥ Emst, Keith, John Farris, and Eric Stein, “North Carolina’s Subprime Home Loan Market After
Predatory Lending Reform”, Center for Responsible T.ending {August 2002) (available at
http:/Avww.responsiblelending. org/predlend ne/working cfin).

% The CRC study started with a pool of 1.4 million loans made by nine anonymous members of an industry
trade group (that funds CRC) in four states chosen by the authors. The researchers then analyzed one-tenth
of these loans. By contrast, the UNC study analyzed 3.3 million loans made by more than twenty lenders in
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Moreover, the data omits all open-end home loans from those lenders and is unable to
account for a possible shift in lending to other lenders from one of the anonymous nine
lenders studied. Finally, the CRC study ignores the problem of “flipping” and
consequently assumes that any reduction in subprime originations is evidence of harm.
However, any successful anti-predatory lending law would curb the practice of flipping
(refinancing loans with no benefit to the borrowers) and thus would tend to reduce the
number of subprime refinance originations.

The loan I discussed at the beginning of my testimony illustrates the difference
between the OCC’s perspective and that of researchers from the University of North
Carolina. The OCC and Credit Research Center view any drop in the number of
subprime loans originated as evidence of a problem in the law, ignoring the fact that the
intention of the law was to prevent abusive loans from being made. In many of the cases
of predatory lending we have seen, the borrowers would have been better off if they had
not refinanced their existing loan, but had pursued other options, such as a second
mortgage. In many other cases, the borrowers could have obtained a better-priced loan,
one that did not strip hard-eared equity from their home.

Those who claim that North Carolina has a liquidity crisis because of our anti-
predatory lending laws are far divorced from the North Carolina mortgage market. Those
who live and work in the state know that loans remain widely available. Joseph Smith,
North Carolina’s Commissioner of Banks, has commented that “[dJuring the last twelve
months, over seventy-five percent of formal complaints to [his office] ... have involved

mortgage lending activities [but] .... [n]ot one of these complaints has involved the

all fifty states. The Loan Performance data set used for the UNC study is the most comprehensive data
available on the subprime mortgage market.
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inability of a North Carolina citizen to obtain residential mortgage credit.”® In a recent
report to our Governor Michael Easley, Commissioner Smith stated,

As you may know, it has been alleged that North Carolina’s predatory lending law

and the Mortgage Lending Act have resulted in the denial of credit to sub-prime

borrowers. 1 believe the facts do not support that allegation...Complaints | have
received and recent trends in real estate foreclosures suggest, to the contrary, that
our citizens have received all of the credit of this kind that they need — and

more.

While the OCC may find it convenient to criticize state anti-predatory lending
laws, the OCC lacks any factual foundation for its claims that the laws increase the cost
of credit or that they interfere with the legitimate exercise of national banks” powers. The
laws that the OCC wants to displace are working to protect homeowners and to preserve

access to credit.

3. The OCC’s actions interfere with state efforts to address abusive

practices.

Unfortunately, the OCC’s actions have already interfered with state efforts to
address abusive practices by forcing state officials to choose between protecting
consumers and disadvantaging state financial institutions. While the state of Tennessee
has been considering enactment of protections against abusive lending practices, state
officials now are reluctant to take action, even as applied to state-regulated finance
companies. The Commissioner of Tennessee’s Financial Institutions Department, for
example, recently predicted that state-regulated entities such as mortgage lenders are now

likely to affiliate with national banking institutions to take advantage of the OCC’s new

» North Carolina Office of the Commissioner of Banks, Joseph A. Smith, Jr. letter to Comptroller John D.
Hawke, Jr. (October 2, 2003) (available at http://www banking state.nc.us/reports/Hawke. pdf).
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preemption rules, and expressed discomfort with passing a law that the state could not
enforce.?!

State officials will rarely expend great effort to enact a law that cannot be
enforced or that will put the state’s financial institutions at a competitive disadvantage.
The chilling effect that the OCC’s final action is having on state legislatures is
unfortunate, since states are the most appropriate entities to protect consumers within
their borders. New financial services products are developed every day, and new scams
and unfair practices are among them. The federal government is too far removed to keep
up with unscrupulous lenders” new tactics to exploit the unwary, but state governments
can act quickly as new predatory practices arise. Furthermore, predatory lending can
affect whole neighborhoods, as foreclosures brought on by abusive loans diminish nearby

property values and discourage the growth of local businesses. States need to have the

ability to respond when waves of foreclosures threaten to destroy communities.

II. State enforcement efforts are crucial in protecting homeowners from
predatory lending by national banks or, especially, by national banks’
operating subsidiaries.

A law — or a regulation -- is only effective when enforced. The North Carolina
law has been successful in part because it has been accompanied by strong enforcement
by our state’s officials. Both our Attorney General and Commissioner of Banks have

been active in investigating and taking action against abusive practices in the state and

have been outspoken in their support of the law as an effective protection for consumers.

* North Carolina Office of the Commissioner of Banks, Joseph A. Smith, Jr. Morigage Lending Act
Report, via letter to Gov. Michacel Easley (September 23, 2003) (available at
http://www.banking state.nc.us/reports/mla report.pdf).
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North Carolina was the first state in the nation to pursue claims against the Associates,
investigating allegations of the illegal packing of single premium credit insurance in
mortgage loans as carly as July 1999, and eventually recovering approximately $20
million for over 11,000 North Carolina homeowners in 2001.3? This important action,
like state legislative efforts, has helped to inform federal enforcement. The FTC soon
followed the lead of the state Attornevs General and filed its own suit, winning $215
million for consumers nationwide a year later.”

North Carolina is not alone. In the largest predatory lending case in history, the
state Attorneys General of the 50 States recovered $484 million in restitution to
homeowners subjected to abusive lending practices — as defined under state law -- by
Houschold Finance. States have well-established consumer protection departments that
have a proven track record in fighting to protect their citizens from predatory lending
abuse.

Instead of complementing these efforts to protect homeowners, the OCC’s final
rule displaces them. In her January testimony, Chief Counsel Williams suggested that
States should reallocate resources from enforcing laws against financial abuses to other
areas of consumer protection. Based on this position, the OCC has a special obligation to
produce compelling evidence that it is better equipped than states to protect homeowners

across the country from abusive lending practices. While I appreciate any enforcement

3 Karin Miller, “Federal Rule Usurps State Effort to Regulate Predatory Lending,” Associated Press
Newswires, January 20, 2004,

2 Office of the Attorney General, State of North Carolina, News Release: Associates $20.2 million
consunter settlement is lavgest in NC history (Sept. 16, 2002) {available at http://www _jus.state.nc.us/).

B Federal Trade Commission, News Release, Citigroup Settles 'I'C Charges Against the Associates
Record-Setting $215 Million for Subprime Lending Victims (Sept. 19, 2002) (available at
http:/Awww . fte.gov/opa/2002/09/associates. htm).
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efforts to curb predatory lending by the OCC, or by anyone else for that matter, the OCC
falls far short of the current state enforcement system.

First, in contrast to the mission of State officials, the OCC’s primary mission is to
serve banks rather than individual homeowners. The OCC defines its mission as
“ensur[ing] a stable and competitive national banking system.”" For the OCC,
protecting the banking system comes first, and protecting homeowners from predatory
lending is, at best, a result of the efforts to keep the national banking system operating
well. In fact, as it points out in its own rule, the OCC does not even have the authority to
devise rules under the primary consumer protection statute it can enforce, the FTC Act;
rulemaking authority belongs to the Federal Reserve.” Congress did not create the OCC
to protect borrowers.

Second, it is unclear that the OCC has proper incentives in place to aggressively
protect homeowners from predatory lending abuse. The national banks fund the OCC
through assessments and fees for special services. The OCC’s proposed rule is widely
viewed as designed to help the largest national banks, which conduct business in many
states and also happen to pay the largest assessments to the OCC. In fact, for several
vears the OCC has aggressively pursued a strategy of making preemption of state laws a
major benefit of the national bank charter. In a speech delivered on February 12, 2002,

Comptroller of the Currency John D. Hawke, Jr., argued, “There is no question that

3 It’s worth noting that in the hierarchy of the OCC’s objectives, borrower protection merits, at best, a
fourth place, behind: 1) To ensure the safety and soundness of the national banking system; 2) To foster
competition by allowing banks to offer new products and services; and 3) To improve the efficiency and
effectiveness of OCC supervision, including reducing regulatory burden. See
http://www.oce.treas.govaboutoce. htm.

* 69 Fed. Reg. 1904, 1911 (Jan. 13, 2004).

% The speech was reprinted in OCC News Release 2002-10.
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national banks’ immunity from many state laws is a significant benefit of the national
charter—a benefit that the OCC has fought hard over the years to preserve.”

The OCC’s need to maintain the support of national banks creates an inherent
conflict of interest with its ability to protect homeowners. In a case involving preemption
of a Texas consumer protection statute, the Fifth Circuit Court of Appeals recognized this
conflict, noting: “[The constituency positively affected by the OCC’s position [of
preemption] is concentrated, organized and well-funded, and also happens to be the
regulated industryv. In contrast, the constituency which is adversely affected by the
decision, though vast, is diffuse, unorganized, and definitionally ill-funded.”’

Third, beyond a question of mission or motive, the OCC simply has not
demonstrated an ability to resolve claims of abusive mortgage lending comparable to
state officials’. While the OCC trumpets its “pioneering actions using the FTC Act to

38
address consumer abuses,’

the only case involving home mortgage abuses the OCC
cites is one in which it obtained $100,000 in restitution for 30 homeowners.> According
to Helen P. Howell, the Director of the Department of Financial Institutions in the State
of Washington, “[I|n 2002 alone, the states recovered over $500 million in restitution
and fines for predatory lending and other consumer protection violations, compared to
only $7 million collected by the OCC. *® Unlike other regulators, including the
Department of Housing and Urban Development, the Department of the Treasury, and the

Tederal Reserve Board, the OCC has never even held a public hearing on predatory

lending concerns, despite repeated requests from consumer advocates.

%7 Wells Fargo Bank of Texas v. James, 321 F.3d 488, 494 (5 Cir. 2003) (deferring to OCC’s preemption
of Texas consumer protection statute regarding charges on cashing paychecks)

% €9 Fed. Reg. 1904, 1913 (Jan. 13, 2004).

¥ 1d. The vast majority of OCC enforcement actions have focused on credit card abuses.
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The case involving Guaranty National Bank of Tallahassee (“Guaranty National
Bank™) shows that championing the rights of consumers is not the OCC’s priority.
Guaranty National Bank engaged in a rent-a-charter scheme that allowed other lenders to
make abusive loans in its name. Thousands of borrowers were charged double-digit
points, including bogus discount points that did not in fact result in a reduction in the
interest rate."! While an OCC examination agreement places tight restrictions on
Guaranty National Bank’s lending activities and collected a $25,000 penalty, the OCC
apparently did not order any consumer restitution.*> While the bank was finally closed
carlier this month,*® redress for consumers came only through private enforcement of
state consumer protection laws, where a recent settlement provided $41 million to the
bank’s borrowers.

The OCC’s staffing and structure also pale in comparison to the resources of state
consumer protection divisions and state banking departments. The OCC simply does not
have the staff to replace state enforcement personnel. To put it in perspective, Director
Helen Howell pointed out that,

The OCC has indicated that it will rely on an otherwise
fully engaged staff of national bank examiners and a
limited staff of OCC employees (fewer than 50 in a

Customer Assistance Group) to respond to complaints from
consumers nationwide. By contrast, however, in just 3 of

“ Letter from Helen P. Howell to John D. Hawke, Jr. (October 3, 2003).

4 See, e.g., First Amended Complaint, Baxter v. Guaranty National Bank of Tallahassee and Chase
Manhattan Bank, 01-CVS3-009168 (N.C.Sup. Sept. 4, 2001); see also Complaint in Class Action, Ulrich v.
Guaranty National Bank of Tallahassee and GMAC-Residential Funding Corporation, 02-1616 (W.D.
Penn. 2002).

“ See Agreement by and between Guaranty National Bank Tallahassee, Florida and the Office of the
Comptroller of the Currency, Formal Agreement No. 2002-2 (Tanuary 25, 2002), available at

http/fwww.oce reas.gov/FTP eas/ea002-2 pdf. See also Consent Order, U.S. Dept. of Treasury, Office of
the Comptroller of the Currency. In the Matter of Guaranty National Bank of Tallahassee, #2003-37 (May
2, 2003), available at http:/www.occ.treas.gov/FTP/eas/ea2003-37.pdf.

# «OCC Closes Guaranty National Bank of Tallahassee and Appoints FDIC Receiver” (March 12, 2004)

httpr/www.oce.treas aov/serips/newsrelease aspx T Doc=GWASY G2 xml.
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the fifty states—California, New York and Washington
State—there are the equivalent of 56 full-time professionals
reviewing and investigating consumer complaints.
Moreover, this does not even include the numerous other
attorneys and paralegals devoted to consumer protection
investigation and enforcement in the offices of state

i o 44
attorneys general in just these three states.

While a staff of 1,800 examiners cited by the OCC may sound impressive,45 such
personnel have duties other than policing the market for predatory loans. As stated by
Joseph A. Smith, Jr., North Carolina’s Commissioner of Banks, “[U]se of bank
examinations as an enforcement tool with regard to mortgage lending would be limited in
effect. A matter that is significant at the state or local level may—and probably will—be
considered immaterial when viewed in the context of the total business of a large national
barik or its subsidiary.”*® Current OCC staff are clearly inadequate to the task of
reviewing the almost five million home loans—or 2,700 loans per examiner—reported
under the Home Mortgage Disclosure Act to the OCC in 2002. According to its website,
the OCC’s Consumer Assistance Group alone received 78,000 phone calls last year.*’

And what happened to those phone calls? The OCC opines in the Question and
Answers accompanying its final rule that:

The OCC’s Customer Assistance Group...also plays an important role in helping

to identify potential violations of consumer protection law and unfair or deceptive

practices. CAG provides immediate assistance to consumers and also collates and
disseminates complaint data that help direct OCC examination resources. ..

* Letter from Helen P. Howell to John D. Hawke, Jr. (10/3/03).

** See “Notice of Proposed Rule Making Regarding 12 C.F.R. Parts 7 and 34 Bank Activities and
Operations: Real Estate Lending Activities Questions and Answers™ at 2 (July 31, 2003).

4 North Carolina Office of the Commissioner of Banks, J oseph A. Smith, Jr. letter to Comptroller John D.
Hawke, Ir. (October 2, 2003) (available at http//www banking. state.nc.us/reports/Hawke.pdf).

7 See Office of the Comptroller of the Currency, The OCC Customer Assistance Group, available at
http://www.occ.treas.gov/customer].htm.
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The “immediate assistance™ available to consumers is best described by OCC’s own
website for the CAG:

It is best to resolve a complaint directly with your bank before involving an
outside agency.

When resolution seems impossible, you may file a formal
complaint with the OCC.

When we receive your call about a complaint, a customer

assistance specialist will request certain information from you

about your complaint. Should the specialist not be able to resolve

your complaint immediately . . . [t]he specialist will assign you a

case number and tell you exactly what they require you to provide,

so that your case research can continue.

Many complaints stem from factual or contract disputes between

the bank and the customer. Only a court of law can resolve those

disputes and award damages. If we find that your case involves

such a dispute, we will suggest that you consult an attorney for

assistance.*®

Of course, this all assumes that a borrower even figures out that the Customer
Assistance Group exists. How are borrowers supposed to know that the OCC is their
only source of recourse if a national bank, or its operating subsidiary, has taken
advantage of them? As far as we know, the OCC has never advertised the existence of its
Customer Assistance Group to the general public, and we are not aware of any plans it
has to do so. Forcing borrowers to rely solely on the OCC for recourse is like shutting all
the hospitals but one in the middle of an epidemic, and then telling patients where the
hospital is located only if they manage to show up at the front door. Since the birth of

our country, borrowers have looked to State officials to help resolve their disputes. Now,

they must look only to a federal office located somewhere in Texas.

% qvailable at http://www.oce treas. gov/customer htm.
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The OCC’s enforcement resources are diluted further in light of the enormous
reach of its preemption interpretation. Because preemption applies to operating
subsidiaries, and potentially even joint ventures that are owned by national banks or their
subsidiaries, we actually cannot quantify the number of institutions the OCC intends to
monitor by itself. Given the ease of incorporating new subsidiaries and ample
opportunities to “joint venture” with a multitude of other state-chartered lenders and
brokers,* it is impossible to believe that the OCC alone can sufficiently address

predatory lending on this scale.

III. The svstem proposed by the OCC in its final regulation — one that protects
banks at the expense of borrowers — is contrary to Congressional intent.

When our Coalition worked together to craft the North Carolina law, we were
mindful of the effects of existing preemption precedent, but we never imagined that the
OCC would take the incredibly expansive approach it has chosen in its final rule. The
OCC has no independent authority to preempt state laws. Rather, it must follow
Congressional intent when carrying out its statutory responsibilities. In this matter, the
OCC has ignored clear statements of Congressional intent. Moreover, the OCC’s
standard for preemption is a departure from generally accepted judicial standards.

In the Conference Report on the Riegle-Neal Interstate Banking and Branching
Efficiency Act of 1994, the Conferees identified two actions by the OCC that the

Conferees thought were “inappropriately aggressive, resulting in preemption of State law

* Wells Fargo [Tome Mortgage, an operating subsidiary of Wells Fargo’s National Bank, owns at least a
50-50.1% share in approximately 85 joint ventures. The joint ventures originate subprime mortgages and
direct them through WFIIM’s subprime channel through contractual broker arrangements. See Wells IFargo



183

in situations where the federal interest did not warrant that result.”*® The Ricgle-Neal
Act also reinforced Congress” position on the preemption of state law in several specific
areas, establishing that when a state statute is not expressly preempted by federal law and
that statute does not discriminate against national banks, “[t]he laws of the host State
regarding community reinvestment, consumer protection, fair lending, and establishment
of intrastate branches shall apply to any branch in the host State of an out-of-State
national bank to the same extent as such State laws apply to a branch of a bank chartered
by that State.”' The Riegle-Neal Act further required the OCC to enforce state law in
those areas, specifying that “[t|he provisions of any State [law pertaining to community
reinvestment, consumer protection, fair lending, and establishment of intrastate branches]
to which a national bank is subject . . . shall be enforced, with respect to such branch, by
the Comptroller of the Currency.™”

Finally, the Act established new procedures that the OCC must follow when it
seeks to preempt state laws regarding community reinvestment, consumer protection, fair
lending, and the establishment of intrastate branches. In this way, Congress acted to
“ensure that an agency only makes a preemption determination when the legal basis is
compelling and the Federal policy interest is clear.”™ Especially with regard to the state-
licensed operating subsidiaries of national banks, the federal policy interest in preempting

consumer protection laws is far from clear.

Letter to Shawn McNulty, Board of Governors of the Federal Reserve System, Response to Request for
Information at 24-25 and Question 4 - Exhibit 1 (August 11, 2003)

*H R Rep. No. 103-651, at TI6638 (1994}

112 U.S.C. § 36(£)(1)(A) (indicating strong Congressional preference to preserve these types of state
laws).

212U.S.C. § 36(E)(1)(B).

% HR. CONF. REP. 103-651 at 55 (on the 1994 Riegle-Neal Interstate Banking and Branching Efficiency
Act).
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Congress affirmed its position that states have a legitimate interest in protecting
consumers’ rights and a corresponding interest in the activities and operations of all
banks doing business within their jurisdictions. The conference report states:

States have a strong interest in the activities and operations of depository

institutions doing business within their jurisdictions, regardless of the type of

charter an institution holds. In particular, States have a legitimate interest in
protecting the rights of their consumers, businesses, and communities. Federal
banking agencies, through their opinion letters and interpretive rules on
preemption issues, play an important role in maintaining [this] balance of Federal
and State law under the dual banking systems.*

In the Riegle-Neal Act, Congress was careful not to disrupt settled law on
preemption: “[N]ational banks are subject to State law in many significant respects. . .
Courts generally use a rule of construction that avoids finding a conflict between the
Federal and State law where possible. The [Riegle-Neal Act] does not change these

™3 The OCC’s proposed rules completely ignore

judicially established principles.
Congress’s finding that states have a strong legitimate interest in protecting consumers
from being harmed by a bank’s activities—regardless of the type of charter the bank
holds.

In passing the Gramm-Leach-Bliley Act of 1999, Congress expressly endorsed
the Supreme Court’s standard for preemption of laws affecting national banks: States

may not act “to forbid, or to impair significantly, the exercise of a power that Congress

explicitly granted 7 The Barnett analysis referenced in Gramm-Leach-Bliley asks

whether compliance with both state and federal law is a *“physical impossibility” or

*HR. Conf Rep. No. 103-651 at 53 (on the 1994 Riegle-Neal Interstate Banking and Branching
Efficiency Act).

¥1d. at 53,

15 1.8.C. s 6701(dD(2)(A).

*7 Bamett Bank of Marion County v. Nelson 517 UU.S. 25, 33 (1966).
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whether compliance with a state law would “stand as an obstacle to the accomplishment
and execution of the full purposes and objectives of Congress.”58 As the Barnett court
emphasizes, the fundamental test governing whether a state statute regulating national
banks is preempted by federal law is whether there is an “irreconcilable conflict” between
the laws.” State anti-predatory lending laws do not make compliance with the National
Bank Act or with other federal consumer protection laws physically impossible. They
do not stand in irreconcilable conflict with bank powers. Rather, state anti-predatory
lending laws attach additional protections to a small segment of subprime mortgage loans
that tend to be abusive.”

The OCC has disregarded Congressional intent and invented its own standard for

preemption: States may not “obstruct, impair, or condition, a national bank’s ability to

fully exercise its Federally authorized real estate lending powers.” By lowering the
threshold for preemption, the OCC has created a standard that allows it to preempt any
law it doesn’t like. The only state laws that the OCC does not purport to preempt are
those that “only incidentally affect” a bank’s activities. This approach is similar to
statements made in the OCC’s original proposal for the preemption rule that, generally,
“the types of laws that are not preempted are those that promote a national bank’s ability
to conduct business.” In other words-- if a state law is seen by the OCC as beneficial to
national banks, it will not be preempted, whereas any laws that the OCC supposes not to

benefit national banks will be preempted. This shift to preempt any law that, in the view

* Barnett, 517 U.S. at 31.

* See Barnett at 31.

% In particular, state anti-predatory lending laws target many of the same kinds of loans identified as
problematic by the report of a joint T.S. Department of Housing and Urban Development-U.S. Department
of the Treasury Task Force. See "Curbing Predatory Home Lending" at 21-22 (June 2000) (finding
consistent evidence of loan flipping, excessive fees, fraud, and lending without regard to the borrower's
ability to repay the loan).
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of the OCC, fails to affirmatively aid national banks ignores a history of legal precedent
and reduces the role of states to mere instrumentalities of the OCC.  This result was not
intended by Congress (and is not pemitted under the Constitution).

Applying a true conflict analysis would make it clear that, at most, the National
Bank Act only preempts a narrow range of state laws, where such provisions are directly
in conflict with and significantly impair activities authorized by federal law. Therefore,
state restrictions on predatory lending practices are consistent with, rather than
irreconcilable with, the National Bank Act, and thus, are not broadly preempted under
recognized standards of federal preemption. At most, such laws require that national
banks do not engage in abusive lending — a set of practices Congress did not intend to
empower national banks to engage in when it enacted or subsequently amended the
National Bank Act.

Given that state anti-predatory lending laws do not reduce the ability of banks to

make loans to low-wealth borrowers, and that the OCC believes that few national banks

directly participate in predatory lending, preemption of state consumer protection laws in
this vein seems unnecessarily aggressive and likely to hurt the very consumers who need
protection the most.®® The vast majority of national banks exercise the full extent of
their authorized powers under the National Bank Act without running afoul of any state

consumer protection laws. Given the vibrancy of national banks and the subprime

¢l 68 Fed. Reg. at 46128. (emphasis added).

& This “instrumentalities” approach is most clearly evident in the rule’s assertions that the National Bank
Act be construed to preempt application of state laws to state-chartered corporations.

% The OCC has itself stated that “Based on the dearth of [evidence the national banks are engaged in
predatory lending practices| — from third parties, [OCC] consumer complaint database, and [OCC)|
supervisory activities — [OCC has] no reason to believe that national banks are engaged in such practices to
any discernable degree.” 68 Fed. Reg. at 46125. See also “OCC Advisories to National Banks Regarding
Predatory and Abusive Lending Practices and Notice of Request for Preemption Determination or Order,”
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market, it is hard to see how state anti-predatory lending laws have frustrated or
obstructed the purposes of the National Bank Act.*

In its explanation of its new and weaker standard, the OCC essentially ridicules
those who pointed out (during the rulemaking process) its novel interpretation. 5 While it
claims to be distilling Supreme Court constructions (and seems to claim that a federal
agency is better equipped to do this than Congress or the judiciary), the OCC is actually
ignoring the substance of the underlying decisions—which are impossible to reconcile
with the OCC’s view that any inconvenience to a bank in exercising even incidental
powers is cause for preemption.%

Twpically, courts defer to an agency’s interpretation of the laws it is charged with
implementing because of the agency’s special expertise. The Supreme Court has not
resolved whether deference to such judgments is appropriate, however, with regard to
preemption.”’ Preemption is a determination that rests on legal analysis rather than
technical competence or even policy studies. Moreover, the incentives for a federal
agency to preempt state laws and thus enlarge its own power make deference to agency

preemption decisions inappropriate.

OCC Advisory Letter 2003-2, “Guidelines for National Banks to Guard Against Predatory and Abusive
Lending Practices,” February 21, 2003 at 1.
 In fact, we believe these laws will facilitate a more transparent and competitive subprime market, which
in all likelihood would benefit national banks.
% The OCC states, “The variation among formulations that carry different linguistic connotations does not
groduce different legal outcomes.”

® In fact, although the OCC asserts that state predatory lending laws increase costs for banks, the OCC
provides no evidence to support this claim. National banks already comply with a panoply of different state
property tax rates, insurance regulations, and foreclosure procedures regardless of the OCC’s rule. Thus,
while the OCC argues that it must protect national banks from the administrative burdens presented by state
anti-predatory lending laws, compliance with different state laws is a routine task.

o See, e.g.. Medtronic, Inc. v. Lohr. 116 5.Ct. 2240, 2263 (1996) (O’Connor concurring in part, dissenting
in part: “Tt is not certain that an agency regulation determining the pre-emptive effect of any federal statute




188

IV.  The OCC’s final regulation will make national banks a safe haven for
predatory lending.

The OCC’s efforts to make the national bank charter more attractive than other
chartering options will have a pernicious effect on both borrowers and on national banks.
We believe this rule will promote predatory lending by banks and their subsidiaries, not
reduce it.

First, the OCC has not only obviated strong state law protections, but it has
replaced them with vague and inadequate standards. The OCC relies on a prohibition of
asset-based lending and a reference to the FTC Act’s ban on unfair and deceptive
practices. Rather than prevent practices by making clear to lenders what they may and
may not do — as state anti-predatory lending laws have done -- the OCC is planning to
rely on a post-hoc “we’ll know it when we see it” approach to predatory lending. By
putting forward such an inadequate proposal for protecting homeowners, the OCC has
rendered hollow its pledge to halt unfair and deceptive acts by national banks.*® Without
clear standards, bank examiners are highly unlikely to determine that banking practices
violate the FTC Act. In the absence of specific substantive standards, regulated
institutions are unlikely to invest in the sorts of internal training and protocols that would
steer emplovees away from abusive practices.

Second, the OCC ignores existing evidence of predatory lending within national

banks and their affiliates and subsidiaries.” Despite some contradiction between this

is entitled to deference, cf. Smiley v. Citibank (South Dakota), N.4., 517 U.5. 735, 743-744, 116 3.Ct. 1730,
1734-1735, 135 L.Ed.2d 25 (1996).”).

® See, e.g., OCC Advisory Letter 2002-3.

% See, e.g. comments by Comptroller Hawke stating that “while the OCC has 1o reason to believe that any
national bank is engaging in predatory lending, the agency’s guidance will help prevent problems from
arising in the future by prescribing steps national banks should take to avoid abusive practices.” OCC News
Release 2003-8: OCC Issues Guidelines to National Banks to Guard Against Abusive Lending Practices
(Feb. 21, 2003), “We have no evidence that national banks (or their subsidiaries) are engaged in such
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claim and the assertion that OCC has led pioneering efforts to shut down predatory
lending, this claim is belied by allegations brought by consumer advocates and
researchers regarding national banks, such as Wells Fargo. National advocates believe
that Wells Fargo has engaged in numerous abusive lending practices, both through its
affiliated subprime entity as well as directly through its operating subsidiary, Wells Fargo
Home Mortgage. Allegations include charges that Wells Fargo charged subprime
borrowers substantial amounts in prepayment penalties, dramatically under-reported
subprime lending activities under IMDA, and used spurious open-end loans to evade
consumer protection laws.” Wells Fargo has also been the subject of several additional
complaints and lawsuits regarding the abusive use of live check solicitations by its
subprime affiliate, racial steering, and lending discrimination.”’ Despite specific requests
to the OCC to hold hearings on these issues, the OCC — the primary regulator for Wells
Fargo— has determined that hearings are not necessary and has failed to provide a

substantive response to comments.

practices to any discernible degree.” Statement Of Comptroller Of The Currency John D. Hawke, Jr.
Regarding The Tssuance Of Regulations Concerning Preemption And Visitorial Powers {Jan. 7, 2004);
“There 1s scant evidence that regulated banks are engaged in abusive or predatory practices,” OCC, News
Release 2004-3: OCC Issues Final Rules on National Bank Preemption and Visitorial Powers; Includes
Strong Standard to Keep Predatory Lending out of National Banks (Jan. 7, 2004). By issuing guidelines to
help national banks guard against a range of predatory lending practices, the OCC has acknowledged that
national banks are not immune from a whole range of abuses. However, the guidelines are not in any way
binding. OCC Advisory Letter 2003-2, “Guidelines for National Banks to Guard Against Predatory and
Abusive Lending Practices,” February 21, 2003; OCC Advisory Letter 2003-3, “Avoiding Predatory and
Abusive Lending Practices in Brokered and Purchased Loans,” February 21, 2003.

™ See, e.g., ACORN, “Stop the Stage Coach,” available at www acorn org/acorn] Ofpredatory
lending/plreporis/stopthestagecoach pdf. See Letter to Federal Reserve Bank of San Francisco from CRL
(July 25, 2003) (available at http://www.responsiblelending.org/fed state_update/fed law.ctim); Letter
from CRL to John D. Hawke (August 26, 2003); Letter from CRL to Federal Reserve Bank of San
Francisco {September 29, 2003).

™ See Christian Berthelsen, “State sues Wells Fargo; Bank accused of overcharging,” San Francisco
Chronicle at Bl (January 11, 2003, E. Scott Reckard, “State Sues to Void ‘Instant Loans’ by Wells Fargo
Unit,” Los Angeles Times (January 10, 2003); California Department of Corperations, Press Release,
“Department of Corporations Files $38 Million Suit Against Wells Fargo Financial” (January 10, 2003).
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As explained by North Carolina’s Commissioner of Banks, the OCC’s proposed
rule would “create opportunities for regulatory arbitrage.””> The QCC’s proposed rule
encourages banks to seck out the federal charter. It also encourages national banks to
change their subprime lending affiliates into operating subsidiaries, increasing the OCC’s
responsibility for policing the subprime market and decreasing the states” ability to
regulate subprime lenders.

Encouraging banks to evade state law by converting to national charters would
undermine longstanding federal policy that supports the dual banking system. Congress
has always worked to ensure that both components of the dual banking system remain
strong. The potential impact of the OCC’s proposed rulemaking on the dual banking
system has not even been studied. In North Carolina, we have the strongest national
banks and the strongest state-chartered banks in the country. We would hate to see
competition among these banking entities undermined by the OCC’s creation of a safe
haven for abusive practices.

The OCC’s rush to judgment on state predatory lending laws plants the seeds for
long-term trouble in the national banking system. Abusive practices may well be
profitable in the short term, but are ticking time bombs’ waiting to explode the safety
and soundness of national banks in the years ahead. The OCC has not only done a
tremendous disservice to hundreds of thousands of homeowners, but has also sown the

seeds for future stress on the banking system.

7 Letter from Smith to Hawke (10/2/03).

™ The OCC’s closure last month of Guaranty National Bank after long-running concerns about its
predatory lending practices 1s a small reminder of the danger to taxpayers of unchecked predatory lending.
See also, E. Scott Reckard, “Pritzkers in Record Thrift Settlement Banking: The family and its partner
agree to pay FDIC $460 million for losses at Superior,” L.A. Times at C-1 (Dec. 11, 2001) {discussing the
collapse of Superior Bank after “losing millions of dollars on high-risk loans™).

31
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Congress has traditionally applied its own consumer protection laws to all
financial institutions, maintaining a level playing field for state and federal institutions.
In addition to the National Bank Act and the Riegle-Neal Act, other federal laws such as
the Home Ownership and Equity Protection Act (HOEPA)™ and the Real Estate
Scttlement Procedures Act (RESPA)™ all anticipate the application of state law to
national banks’ real estate finance activities. In fact, HOEPA and RESPA have allowed
states to enact comparable or stronger state legislation while avoiding preemption under
the federal statutes.”® Additionally, the Fair Housing Act,”” the Equal Credit Opportunity
Act,”® and the Federal Trade Commission Act,”” all regulate the real estate finance market
without broadly preempting comparable state regulations. We would encourage
Congress to confirm that it intends the same principle to apply here—federal law should
be a floor, not a ceiling, and federal regulators should be required to support state efforts
to protect their consumers from predatory lending abuses.

Conclusion

Unfortunately, the practical effect of the OCC’s new rules as a whole will be to
increase predatory lending, not reduce it. The few bad apples among national banks will
be able to ignore state consumer protection laws with impunity, and borrowers will have
no effective remedy when they face losing their homes to foreclosure. Further, the new
rule will have the effect of encouraging lenders to shelter questionable practices under a

national bank charter. Even worse, the OCC’s expansive interpretation of the standard

" Pub. .. No. 108-68, 108 Stat. 2190 (1994).
P12 U.S.C.A. § 2601 et. seq. (as amended).
™ See 1511.8.C. § 1610(b), 12 U.S.C. § 2616.
742 U.S.C.A. § 3601 et. seq. (as amended).
®15US.CA §1691 et. seq. (as amended).
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for federal preemption dramatically alters the current partnership between the federal
government and the states in promoting a dual-banking system and in protecting the
nation’s consumers. Rather than help to support the fight against predatory lending, the
OCC has used strong rhetoric, biased research, and contorted legal analysis to undermine
effective state efforts to combat predatory lending without cutting off access to credit.
We respectfully ask that Congress act to overturn the OCC’s rules preempting
state consumer protections, and encourage the OCC to partner with the states in
establishing meaningful consumer protections against predatory lending where federal

standards serve as a floor, and not a ceiling, for homeowner protections.

P 15U.S.C.A. § 41 et. seq. (as amended).
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Mr. Chairman and members of the Committee, my name is Joe Belew. I am President of
the Consumer Bankers Association, which represents banks nationwide. CBA’s members
include most of the nation’s largest bank holding companies as well as regional and supe:
community banks that collectively hold two-thirds of the industry’s total assets. The vast

majority of our members are national banks.

In my role as President of the Association, I interact daily with the heads of the retail
banking operations—the men and women who are responsible for many of the lending
and deposit taking activities that are subject to the OCC’s actions. I am very pleased to
have the opportunity to share with you CBA’s views on this subject—a subject that is
very important to our member institutions. For the record, I am also attaching CBA’s
comment letter to the OCC in response to the preemption proposal that resulted in the

regulation that is the subject of this hearing.

We strongly support the OCC’s regulations that define the applicability of state laws to
the activity of national banks and their operating subsidiaries. Increasingly, in recent
years, national banks have been facing the intrusion of state and local statutes and
regulations on their federally created powers. The courts and the OCC have uniformly
and consistently resolved each such instance when contested by reaffirming the
supremacy of the national bank powers and the Constitutionally based preemptive effect

of the National Bank Act. But there has remained a need for greater uniformity and
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predictability for national banks operating in multiple jurisdictions nationwide, and these

regulations will provide that helpful guidance.

The final preemption rule, which the OCC issued only after it published a Notice of
Proposed Rulemaking and reviewed approximately 2,600 public comments, clarifies the
extent to which national banks are subject to state laws. The rule identifies the types of
state laws that are preempted by the National Bank Act and, importantly, also identifies
the types of state laws that are not preempted. Reflecting the history of judicial rulings,
the types of laws that are preempted include those laws regulating loan terms, imposing
conditions on lending and deposit relationships, and requiring state licenses. These are
types of laws that create impediments to the ability of national banks to exercise powers
that are granted under federal law. For the record, they are very similar to the types of
laws preempted for federally chartered thrifts and credit unions by the regulations of the
Office of Thrift Supervision and National Credit Union Administration. The OTS and
NCUA rules have been in place for many years and have provided federal thrifts and

credit unions with a set of predictable, uniform laws of operation.

The OCC regulation is clear that there are many types of state laws that are not
preempted by the National Bank Act. These are laws that do not regulate the manner or
content of the business of banking authorized for national banks, but rather establish what
the OCC calls the “legal infrastructure™ of that business. These generally include laws on
contracts, rights to collect debts, acquisition and transfer of property, taxation, zoning,

crimes and torts. The agency has also made it clear that the National Bank Act does not
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preempt any other law that only incidentally affects national banks’ lending, deposit-

taking, or other operations.

We believe it is important to recognize that the OCC is not breaking new ground by
issuing this rule. The regulation is based on Supreme Court precedent dating back to
1869—135 years—consistently holding that national banks were designed to operate
under uniform, federal standards of banking operations nationwide. By codifying over a
century of court decisions and OCC interpretations, the agency is clarifying the law and
responding to numerous questions about the extent to which various types of state laws
apply to national banks and their operating subsidiaries. By a separate rulemaking, the
OCC is also clarifying its exclusive visitorial authority over national banks and their
operating subsidiaries. These two rules will give national banks the uniform and
predictable standards that permit them to serve their customers in diverse markets

nationwide.

These rules pose no threat to the dual banking system. States can and do adopt different
rules for the institutions they regulate and supervise. On the other hand, many states,
including Georgia—which was the subject of the OCC’s recent preemption
determination—have “parity” or “wild card” laws that give state chartered institutions the
same coverage as national banks and federally chartered thrifts. Therefore, as the
Comptroller has pointed out, it is up to the states to determine whether they believe a
separate state code is appropriate or to employ the same rules as national banks or federal

thrifts for state-chartered institutions.
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Because so much attention has been directed at the important area of predatory lending
and the recent enactment of state laws to address the problem, a charge has inevitably
been leveled at the OCC that its actions will leave consumers vulnerable, by sweeping
away these state protections and leaving nothing in their place. On the contrary, the OCC
is second to none in its regulation and enforcement of consumer protection laws.
National banks are subject to the whole array of federal consumer protection laws, from
the Truth in Lending Act and the protections accorded by the Home Ownership and
Equity Protection Act to the anti-discrimination provisions of the Equal Credit
Opportunity Act and the Fair Housing Act. In addition, the OCC has tough guidelines in
place that are unique to national banks, spelling out in detail what rules the banks and
their operating subsidiaries must follow in order to ensure that all national bank lending,
deposit taking, and other activity remain above reproach. We have attached a list of the

many consumer protection standards to which national banks must stringently adhere.

As part of the preemption regulation, the agency has also added two additional provisions
applicable to national banks, designed to provide an additional layer of protection for
consumers. One provision provides that a national bank may not make consumer loans
based predominantly on the foreclosure or liquidation value of the borrower’s collateral.
This places a total ban on any lending by a national bank that does not take into
consideration the borrower’s ability to repay, a ban on loans made with the expectation of

profiting from foreclosure. The second provision added to the new rules states that a



198

violation of section 5 of the FTC Act, which protects consumers against unfair or
deceptive acts or practices, is a violation of the National Bank Act. This ensures that the
OCC can employ its enforcement authority against banks that engage in any unfair or
deceptive practices as defined by that act, and maintain its vigilant oversight to prevent

predatory lending practices of any kind.

Indeed, it is predatory lending that has been the focus of much of the debate surrounding
the OCC’s recent actions. Yet the overwhelming evidence suggests that national banks
and their subsidiaries are not a principal source of concern when it comes to any abusive
or predatory practices. For example, an amicus brief filed last year by 22 state Attorneys
General in the U.S. District Court for the District of Columbia stated, “Based on

consumer complaints received, as well as investigations and enforcement actions

undertaken by the Attorneys General, predatory lending abuses are largely confined to
the subprime mortgage lending market and to non-depository institutions. Almost all the
leading subprime lenders are mortgage companies and finance companies, not banks or

direct bank subsidiaries.”

The object of the OCC’s comprehensive rules and
guidelines—along with the additional standards being adopted as part of this regulation--

is to ensure that national banks remain the gold standard of responsible lending.

Our experience at CBA supports the assertion that national banks also take proactive

steps to protect consumers from abusive practices of others. One universally recognized

! Natignal Home Equity Mortgage Association v, Office of Thrift Supervision, Brief of Amicus Curiae

State Attorneys General in Opposition to Plaintiff’s Motion to Summary Judgment and in Support of
Defendant’s Motion for Summary Judgment, Civ. Act. No. 1:02CV02506 (GK), US Dist. Ct, D.C., March
21, 2003 (Emphasis added)
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way to shield consumers is to give them the education in financial services that permits
them to recognize and avoid bad practices. As Federal Reserve Board Chairman Alan
Greenspan said before this Committee, “In the quest to stem the occurrence of abusive,
and at times illegal, lending practices, regulators, consumer advocates, and policymakers
all agree that consumer education is essential to combating predatory lending. An

2 National banks have

informed borrower is simply less vulnerable to fraud and abuse.
demonstrated an ongoing commitment to educating customers as a means of protecting

them from predatory practices.

For three years, we have surveyed our member banks to determine how involved they are
in financial literacy efforts, as a measure of their sense of responsibility to the
communities they serve. The most recent published survey showed that 98% of the
respondents--with the majority being national banks--sponsor financial literacy programs

or partner on financial education initiatives.

CBA's 2003 Survey of Bank-Sponsored Financial Literacy Programs shows a significant
increase from the previous year, from 60% to 72%, in bank programs aimed at helping
consumers avoid abusive or predatory lending practices. Over 70% of the respondents
stated that their banks offered programs targeting issues such as flipping, avoiding

unscrupulous lenders, excessive interest rates or payday loans.

2 Testimony of Alan Greenspan, Chairman, Board of Governors of the Federal Reserve System, before the
Committee on Banking, Housing, and Urban Affairs, U.S. Senate, February 5, 2002.
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Additionally, 96% of these banks offer mortgage and home ownership counseling,
typically in connection with an affordable mortgage program, which in turn is offered by
93% of responding banks. With 73%, credit counseling is mandatory to qualify for such
programs. In addition, 37% of the 2003 respondents indicated that the institution had a
foreclosure prevention program in place. The 2004 survey is not yet final, but the
preliminary findings suggest that banks may be significantly increasing their involvement
in programs that educate school children, both K-12 and college. This may reflect a
growing awareness that the complexity of the financial products like mortgages call for a
broad based understanding of finance that needs to be learned as part of the educational

system.

This commitment to financial literacy is actively encouraged by the OCC as a means of
combating predatory practices. Comptroller of the Currency John D. Hawke, Jr., in a
speech to CBA members in which he advocated bank involvement in financial education
efforts, put it this way: “Studies ... tell us that financial education is an indispensable
element of any strategy to combat the rise of predatory lending. Although those who
engage in predatory practices are relatively few in number -- and only rarely include
regulated depository institutions -- they've done real harm to the reputation of all
financial institutions. It's therefore very much in the industry's interests to assist in efforts

to oust the bad actors.”

Obviously, educating consumers is not the only solution to the
problem of predatory lending practices, but national banks have found that they can use

their resources and expertise, often in partnerships with communities and governments, to

3 Remarks by John D. Hawke, Jr. Comptroller of the Currency, before the Consumer Bankers Association,
Arlington, Virginia, April 8, 2002.
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make a more financially educated population, who will be less vulnerable to abusive sales

practices.

Although, as I have noted, national banks are not known to be involved in abusive
lending practices, the OCC has the means to ensure that they remain above reproach.
Because of the comprehensive examination oversight to which national banks are subject,
the OCC can find and stop problems before they occur. If anything slips through the net,
the agency can and will take enforcement action—everything from cease and desist
orders to restitution—and it has a strong track record of taking action on the rare occasion
it discovers national banks which may be engaged in abusive practices. In several recent
cases, for example, the agency has imposed substantial monetary penalties on institutions.
But the OCC’s scrutiny in this area goes back for a number of years. At a CBA
conference four years ago, for instance, OCC Senior Deputy Comptroller and Chief
Counsel Julie Williams warned national banks: “We plan to use our supervisory powers -
- through our safety and soundness, fair lending, and consumer compliance examinations;
our licensing and chartering process; and individual enforcement actions -- to address any
potential predatory lending concerns that might arise in national banks and their
subsidiaries.” * Thus, national banks have long been on notice that the OCC’s

examination and enforcement in this area is rigorous.

The agency employs nearly 1,700 examiners in its 48 field offices and 23 satellite offices,

with over 100 working exclusively on compliance supervision. Over 300 examiners are

¢ Remarks by Julie Williams, OCC Senior Deputy Comptroller and Chief Counsel, before the Consumer
Bankers Association, Arlington, Virginia, June 5, 2000.
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in the 24 largest national banking companies (many of whom are CBA members) as on-
site examiners, engaged in the continuous supervision of those institutions. The OCC
also maintains a Customer Assistance Group (CAG), which handles consumer
complaints. The CAG, an efficient system the agency employs to address and resolve
consumer complaints, is a supplement to the examination function, which efficiently and
directly monitors the banks for compliance and safety and soundness matters. The level
of oversight and staffing at the OCC is flexible enough to deal with increased compliance
and enforcement needs. Since the OCC is funded directly from assessments and fees, it
can adjust its overall budget annually to accommodate any increased needs that may
follow from changes in the scope of its oversight. By contrast, state attorneys general are
often operating under budget constraints, and must enforce a vast array of state laws
against many different persons and businesses. Thus, the OCC’s oversight of national
banks and operating subsidiaries is not only a better means of enforcing compliance, but

it frees up the resources of the states to tackle the other many issues they must face.

The OCC has also sought cooperation from the states where there may be allegations of
wrongdoing by national banks or their operating subsidiaries. It has established special
procedures for expedited referrals of consumer complaints from State Attorneys General
and banking departments. In this way, the state law enforcement officers can pass on
complaints to the OCC for follow up, and preserve their resources to enforce the state
laws against predatory lenders and other bad actors. The agency recently issued a further
clarification of the appropriate response by national banks to consumer complaints—

regardless of their source. In a recent advisory letter, the OCC has told its banks that
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ordinarily they should deal directly with states that have referred consumer complaints
and resolve the problems promptly, rather than referring the states or the complainant to

the OCC.}

National banks benefit from being subject to a uniform set of rules that do not vary from
state to state. Banks today operate across many state lines, permitting them to serve the
needs of an increasingly mobile society. Some of our members operate in over half the
states. A single set of rules permits them to provide economies of scale and streamlined
services in a cost-effective way. Subject to comprehensive oversight, they are able to
provide the quality products and services that can, through competition in the
marketplace, help to drive out the bad actors that we all are trying to eliminate. But their
ability to do so is severely hampered by the laws, regulations, and ordinances adopted in
each jurisdiction. Since states do not have the kind of on-going scrutiny of unsupervised
lenders and brokers that the OCC has over naticnal banks, the laws are often overbroad—
driving out the good with the bad. Forcing national banks to comply with all these
myriad, often conflicting, state laws, would make it difficult if not impossible for national
banks to operate in the uniform and efficient manner envisioned in the National Bank

Act.

In conclusion, we strongly support the OCC’s regulations clarifying the applicability of
state ]aws to the activity of national banks and their operating subsidiaries. Its actions are
in accord with the letter and spirit of the National Bank Act, as it has been consistently

interpreted by over a century of court opinions; permitting national banks and their

5 AL 2004-2 (Feb. 26, 2004).
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operating subsidiaries efficiently to serve the needs of their customers nationwide without
being hobbled by a hodge-podge of well-intentioned but disruptive laws in every locality.
The extensive consumer protection laws to which national banks and their operating
subsidiaries are subject, together with strong leadership and rigorous oversight by the
OCC and its examination force, will ensure that national banks continue to serve

consumers well in the future.

Once again, thank you for this opportunity to share our views.
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John D. Hawke, Jr.

Comptroller of the Currency

Office of the Comptroller of the Currency
250 E St., S.W.

Public Information Room, Mailstop 1-3
Washington, D.C. 20219

Re: Docket No. 03-16: Notice of Proposed Rulemaking on preemption of
state laws.

Dear Mr. Hawke:

The Consumer Bankers Association' (CBA) is pleased to have the opportunity to submit
these comments in connection with the proposed rulemaking concerning preemption of state
laws, involving amendments to Parts 7 and 34 of the OCC Regulations.

CBA supports wholcheartedly the thrust and direction of the proposal. Over more than a
century, and especially in recent decades, it has become abundantly clcar that the constitutionally
preemptive effect of the National Bank Act and other federal laws relating to the powers of
national banks cannot be undercut by state law that interferes with the exercise of those powers.
A virtually unbroken line of judicial decisions and OCC interpretations has solidified the notion
that national banks must be able to exercise the full range of federally established banking
functions, without interference or burden from state regulatory and visitorial regimes.

With legislative and regulatory activity in the states increasing in recent years, it has been
necessary for the courts and the OCC to address a series of instances in which state law arguably
crosses the federalism line and intrudes on the protecied powers of national banks. The
proliferation of these challenges, arising not only from regulatory activity in fifty states, but from
countless municipal and other local government activities as well, underscores the need for
uniform ground rules and oversight for national banks. While the courts and the OCC have
regularly reaffirmed the supremacy and independence of national bank powers, the pattern has
been one of ad hoc determinations, with uncertainty on all sides until the particular state-federal
friction has been resolved. And since the preemptive effect of federal law is constitutionally

! The Consumer Bankers Association is the recognized voice on retail banking issues in the nation’s capital.
Member institutions are the leaders in consumer financial services, including auto finance, home equity lending, card
products, education loans, small business services, community development, investments, deposits and delivery.
CBA was founded in 1919 and provides leadership, education, research and federal representation on retail banking
issues such as privacy, fair lending, and consumer protection legislation/regulation. CBA members include most of
the nation’s targest bank holding companies as well as regional and super community banks that collectively hold
two-thirds of the industry’s total assets.

Leaders In
Retail Banking |

1000 Wilsor Boulevard  Suite 2500  Arlington, VA 2 €12 Tel 703-276-175C Fax 703-528-129C internet waww.chanet.org
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based, in a sense none of these determinations makes new law, but rather each is simply
declaratory of the supremacy clanse mandate.

Against this background, we understand that the OCC’s intent in the proposed
rulemaking is to provide clearer and more comprehensive guidance as to the range and scope of
federal preemption regarding national bank powers. CBA strongly supports that objective. OCC
guidance in this respect will provide helpful reassurance, uniformity, and predictability to
bankers, regulators, and the public at large, on the impact of national bank powers and the
boundaries for state-law applicability to those banks. In the process, this rulemaking would help
equalize and balance the positions of federal thrift institutions under OTS and NCUA oversight,
and national banks under OCC supervision.

The underlying issue is not whether state regulation is better or stronger than federal, or
vice versa. It is, rather, whether national banks are able to operate and compete in national
markets in accordance with federal law and federal supervision, without also being subjected to a
flood of differing state and local laws and regulations that create redundancies, inefficiencies,
compliance costs, and competitive disadvantages for those national banks. State chartered
financial institutions must of course comply with state law, but those state institutions are not
subject to the overlay of federal law and supervision that applies specifically to national banks.
National banks, in turn, cannot effectively implement their federal charter powers under a blanket
of additional, duplicative ~ and stifling — state and local regulation. In fact, for national banks
conducting business across state lines, it is not a single blanket of state law, but potentially fifty —
and many more when local jurisdictions are considered.

This is hardly to say that national banks are, or are asking to be, unregulated or free to
engage in unscrupulous practices. The body of federal law that empowers national banks also
orders and restrains bank operations for the protection of bank customers, investors, and the
public at large. All of the federal consumer financial services laws, such as TILA, ECOA, and
TISA, apply fully to national banks, as does the general proscription on unfair or deceptive
practices under the FTC Act. The OCC has articulated substantial regulatory guidance on
permissible and proscribed practices for national banks in all areas of their operations. No
example is more current than the OCC guidelines relating to predatory lending, and incorporated
in this rulemaking.

Most importantly, every national bank (and its subsidiaries) is subject to close scrutiny of
its activities through the bank examination process, and the OCC has clearly indicated its ability
and willingness to act against banks that exceed the bounds of appropriate conduct. There is no
vacuum of federal law or oversight relating to the protection of national bank customers that
needs state law to fill it.

‘We do not understand the current proposal to be an effort by the OCC to raise the bar of
federal preemption, or to displace state law more broadly than precedents and tradition dictate.
Rather it provides more bright-line guidance, in advance, as to the scope of the federal
preemption. The result will be more certainty and consistency in the application of preemption
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principles, and less need for ad hoc challenges that are wasteful, time consuming, and inefficient.

“Field” vs. “conflict” preemption.

CBA concurs with the OCC suggestion that mortgage lending powers under Part 34 of
the regulations should be treated as a matter of “field” preemption. The real estate lending
authority for national banks and their subsidiaries derives from a separate and discrete statutory
source (NBA § 371), and the legal framework for such lending has been extensively developed
through federal statutes and agency regulations, including extensive guidance from the Federal
Reserve Board, HUD, and the OCC itself. There is no need or justification to retain any
significant state regulatory or visitorial role with respect to that aspect of national bank
operations.”

For the proposed revisions in Part 7, which cover a wide waterfront of national bank
operations from credit cards to deposit accounts to investment services, it is extremely helpful
that the proposal lists the types of state laws that would be subject to preemption in each of the
categories addressed (deposit taking, lending, other activities). It is justifiable, we believe, to
state the preemptive effect of federal law in terms of general categories of state law, without the
need to examine the details of each state initiative and to assess the degree-of-conflict it presents.
The real conflict, obstruction or burden of state law arises not so much from the impact of any
single state law, but rather from the possibility — indeed the likelihood — that an endless variety of
different and irreconcilable homegrown regulations would emerge in the states, confronting
national banks with an impenetrable morass of idiosyncratic state laws. For national banks
operating countrywide or regionally, the burden of complying with that aggregate of differing
state laws is the real “conflict” and the real justification for preemption.

We suggest several adjustments to the lists of state laws preempted in connection with
lending transactions [§ 7.4008(c)(2)]. The list might explicitly include state laws dealing with
non-interest fees and charges, since these are inextricably related to the bank’s pricing of its
credit products.® The lists ought also to include the collection of debts in default; there is no
reason to preserve for national banks the powers to market, price, book, and service loans,
without also protecting their ability to follow the collection trail to its conclusion after default.

The preemption boundaries for preempted and retained (“incidental”) state laws

? We understand that, under the proposal, even when field preemption applies, there is a
residuum of state law that will continue to apply to national bank operations as part of the
“infrastructure” of state law applicable generally to business activity in the state. Proposed §
34.4(b).

> We appreciate that OCC may understand that non-interest fees are dealt with in 7.4002,
and therefore do not need a separate preemption statement.
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We recognize that a stream of ad hoc judicial or administrative determinations about
preemption, arising out of concrete examples of conflict between federal and state law, can be a
frustrating and time-consuming process, as each challenge is resolved on its specific
circumstances. But at least there is, usually, a definitive answer to that particular preemption
issue. A comprehensive, across the board, regulatory statement on preemption of state law is
inherently attractive, and CBA supports the proposed rulemaking for exactly this reason. But
there is a degree of risk in shifting to a broader, more generic regulatory approach — as the
pending rulemaking does. Each section of the proposed regulatory amendments lists, by “type,”
the kinds of state laws that are preempted, and others that are generally not preempted. Each of
these lists is stated as a set of very broad categories. There is the potential that these two lists
will be read in parallel, and as mutually exclusive, where we do not believe this is the OCC’s
intent; state law that provides “infrastructure”and “merely incidental” regulation of business
activity will still need to be evaluated against the traditional preemption criteria. We therefore
suggest it may be preferable to delete the broad categorical lists of state laws that are not
preempted, lest the lists themselves, and the relationships between them, become the focus of
preemption challenges. Aliernatively, to provide greater certainty and predictability, the OCC
might consider elaborating on the scope of these categories, either in the regulation proper or in
authoritative interpretational material related to it.

Predatory lending policy

CBA strongly supports the proposed statements concerning asset-based lending in
sections 7.4008(b) and 34.3(b). We urge the OCC, when interpreting this language, to keep in
mind that there are sophisticated and streamlined credit products in the market, such as “low-
doc” and “no-doc” loans, where income may not be considered directly, in order to serve the
convenience and needs of applicants with good credit. These products are not likely to raise the
predatory lending concerns that are addressed in the proposal.

We would be pleased to discuss any of these matters further with you or the OCC staff,
and we thank you for considering our views.

Sincerely
Steven 1. Zeisel Ralph J. Rohner
Senior Counsel Special Counsel
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Attachment B

Federal Consumer Protection Standards that Apply to
National Banks and National Bank Operating Subsidiaries

Federal Trade Commission Act

Truth in Lending Act

Home Ownership and Equity Protection Act

Fair Housing Act

Equal Credit Opportunity Act

Real Estate Settlement Procedures Act
Community Reinvestment Act

Truth in Savings Act

Electronic Fund Transfer Act

Expedited Funds Availability Act

Flood Disaster Protection Act

Fair Housing Home Loan Data System

Credit Practices Rule

Fair Credit Reporting Act

Federal Privacy Laws

Fair Debt Collection Practices Act

Consumer Leasing Act

Fair Credit Billing Act

CCPA Garnishment Restrictions

Check Clearing for the 21% Century Act

OCC anti-predatory lending rules in Parts 7 and 34
OCC rules imposing consumer protections in connection with the sales of debt
cancellation and suspension agreements

OCC standards on unfair and deceptive practices
OCC standards on preventing predatory and abusive practices in direct lending
and brokered and purchased loan transactions
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On behalf of 1 million members of the NATIONAL ASSOCIATION OF REALTORS®
involved in all aspects of the residential and commercial real estate industry, T am appearing
before you today to share our strong opposition to the Office of the Comptroller of the Currency
(OCC) regulation that preempts state laws regarding real estate lending and other state consumer
protection laws. This rule is another example of federal regulators run amok. It is clearly an
effort to grant preferable treatment to national banks and their operating subsidiaries by
misinterpreting existing law and mischaracterizing legal precedent. REALTORS® are greatly
troubled by this turn of events. This action is bad for consumers, bad for homeowners, bad for

small businesses, and bad for our members.

We are not alone in our opposition to this rule. We are joined by all fifty Governors, all fifty
State Attorneys General, all fifty State Banking Supervisors, all fifty State Legislatures, State
Real Estate Commissioners, the National Association of Homebuilders, the National Association
of Mortgage Brokers, the Center for Responsible Lending, the Consumer Federation of America,
the National Association of Consumer Advocates, AARP, and several other consumer protection

organizations.

First, I would like to highlight the difference between what the rule actually says in plain
English, and the more limited deseription of the rule that is being put forth in the public
pronouncements, private correspondence, and testimony of the OCC’s representatives to

bankers, REALTORS®™ and Members of Congress.
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Then I would like to review why REALTORS® believe Congress needs to reassert its authority
over the OCC and stop this unelected and biased regulator from adopting regulations that could
profoundly change whole industries. These regulators should not be in the business of picking
winners and losers in the marketplace. If we are not going to allow the markets to operate on a

level playing field, then that is a decision for Congress to make.

REALTORS® are very concerned that the OCC continues to avoid recognizing the plain meaning of
the words written in their rule as they make public pronouncements that “attempt to sct the record
straight.” In a speech before the New York Bankers Association Financial Services Forum in
New York on March 25, 2003, First Senior Deputy Comptroller and Chief Counsel Julie
Williams stated that “(t)he preemption rule adds provisions to our regulations expressly
addressing the applicability of certain listed types of State laws to national banks’ lending and

deposit-taking activities... The new regulation only preempts the types of laws listed in the rule.”

That is not how the rule reads. The clear and unambiguous language of the rule, 12 C.F.R.
§7.4009, states that its preemptive effect “govern[s]” with respect to any national bank power or
aspect of a national bank’s operations that is not covered by another OCC regulation. Moreover,
the OCC’s Federal Register notice announcing the adoption of the preemption rule expressly

states:

The provisions concerning preemption identify types of state laws that are

preempted, as well as the types of state laws that generally are not preempted,
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with respect to national banks’ lending, deposit-taking, and other operations.

(Emphasis added.)

69 Fed. Reg. 1904 (January 13, 2004).

The Federal Register preamble further provides:

The provisions concerning preemption of state laws are contained in

12 CFR part 34, which governs national banks’ real estate lending, and in three
new sections to part 7 added by this final rule: §7.4007 regarding deposit-taking
activities; §7.4008 regarding non-real estate lending activities; and §7.4009

regarding the other Federally-authorized activities of national banks. (Emphasis

added.)

Moreover, the announcement indicates that the addition of §7.4009 addresses the applicability of

state law with respect to activities that §§7.4007 and 7.4008 do not:

The question may persist, however, about the extent to which state law may
permissibly govern powers or activities that have not been addressed by Federal

court precedents or OCC opinions or orders. Accordingly, as noted earlier, new §

7.4009 provides that state laws do not apply to national banks if they obstruct.
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impair, or condition a national bank's ability to fully exercise the powers

authorized to it under Federal law, including the content of those activities and the

manner in which and standards whereby they are conducted. (Emphasis added.)

69 Fed. Reg. at 1912.

REALTORS® believe the language of the OCC notice makes it very clear that national banks

could rely on this rule as a new basis of federal authority if they choose to ignore state laws that
otherwise apply to activities other than lending and deposit-taking. That is the clear meaning of
the words used in the rule, unlike the carefully guarded words used by OCC staff to describe the

rule in public speeches and private correspondence.

We are particularly concerned that the Comptroller’s recent action will inevitably have severe
adverse consequences on the public. The OCC has established a brave new world in which the
agency’s word is paramount. Anyone with the courage to challenge the OCC simply does not
understand how important it is that national banks and their operating subsidiaries conduct
business without the need to comply with state law. Qur reading of the new rule is that it
establishes a framework by which a national bank or its operating subsidiary can, in reliance on
the Comptroller’s new rule, ignore a state law merely because it concludes that the law
conditions the ability of the national bank or its operating subsidiary to do business. The OCC
has subverted the carefully constructed structure of consumer protection laws and regulations
that states have developed over the past 25 years. He has put in train a process that, if left

unchecked, will inevitably lead to the unbridled expansion of national bank powers without
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regard to laws that state legislatures have determined should apply to all competitors for the

protection of the public.

REALTORS® urge this Committee to examine these remarks and the language of the rule itself
so that we can at least agree there is a difference. The law requires a plain reading of the

language used in the rule, and Congress should base its investigation on those words.

Before I address our concerns about the impact that this rule will have on our members, I would
like to raise two important points regarding the OCC’s application of this rule to operating

subsidiaries.

REALTORS® believe the OCC’s preemption rule represents a classic case of “shoot first and ask
questions later” in that it is clear the agency had little notion of the magnitude and impact of this
final rule. In issuing the final regulation, the OCC stated that the amendments to parts 7 and 34
apply to both national banks and operating subsidiaries. Yet, it is now readily apparent that the
OCC does not have a firm grasp on the number of operating subsidiaries national banks control.
Yet these subsidiaries, many of which are state corporations, now benefit from the exemption
from state consumer protection laws. Just last week the OCC announced a proposed rule that
would require national banks to file an annual report to the agency identifying their operating
subsidiaries. The OCC indicated that it will post the information obtained from these reports on
its website so that consumers can determine if companies they do business with are subsidiaries
of national banks. Consumers would then be able to direct complaints regarding the company to

the OCC rather than to state consumer protection authorities. The proposal is clearly an attempt
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by the OCC to stem the storm of public criticism that has arisen from the portion of the new rule
that attempts to prevent state authorities from enforcing state consumer protection laws against

national banks and their operating subsidiaries. Since companies are rarely identified as being

operating subsidiaries of national banks, consumer groups and state authorities have complained
that consumers will be thwarted because of the difficulty in determining to whom they should

direct their complaints.

The OCC’s proposal does little to meet the objections of consumers and state authorities. This

jury-rigged process is unworkable and will do little to benefit consumers. Does the OCC really

believe that consumers will log on to htip://www.oce.ireas.goy when they have a problem with a
company they do business with? How many consumers even know that the OCC is a bureau of
the Department of the Treasury? It is unreasonable to think that consumers should be sensitive
to the difference between a national bank operating subsidiary and other companies they do

business with. This is vet another one of the many arbitrary actions taken by the OCC in recent

months to tilt the competitive balance in the financial services sector in favor of national banks.

The second point [ want to raise regarding operating subsidiaries is our position that national
bank operating subsidiaries do not possess the same powers of national banks. REALTORS®
believe the OCC has misapplied federal law and preexisting OCC regulations to include
operating subsidiaries in this new rule. More importantly, this misapplication threatens to
undermine the power of states to determine under what conditions companies organized under

state law may operate.
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Operating subsidiaries are not national banks. They are formed under state law, and derive their
power from state corporate law. The OCC does not issue charters to create operating
subsidiaries. Only the state can do so. As a creature of state law, state authorities determine
what the company can do, and what laws the company will be subject to. REALTORS® fail to
see how a federal officer such as the Comptroller of the Currency can make a determination that
federal law establishing powers of a national bank can be transferred to a company that is created
by state law. The OCC has put the rabbit in the hat by ignoring basic principles of corporate law.
Congress has not granted national bank powers to state chartered entities, and in the absence of
Congressional action, we believe that the Comptroller does not have the ability to confer national
bank powers on operating subsidiaries. As such, this new rule as applied to operating

subsidiaries is legally suspect.

Now I would like to discuss REAL TORS® concerns about the effect of the rule on our members,
both immediately and in the future. I will touch on why we believe that the OCC has

overstepped its authority and why Congress needs to act now to rein in the OCC.

Many REALTORS® who operate mortgage, title, appraisal and other businesses are unfairly
impacted by this unbridled grant of preemption for national banks and their operating
subsidiaries. The OCC stated in its rule release that requiring state licenses could “create higher
costs and operational burdens that banks either must shoulder, or pass onto consumers, or that
may have the practical effect of driving them out of certain businesses.” While it may require
higher costs, those costs are shared by all businesses that operate within that state. Is it fair for

national banks to be exempt? National banks and their subsidiaries have recently enjoyed their
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most profitable years in history. We don’t think these profits suffered from compliance with

state laws. The OCC seems to have ignored the old saying that “if it ain’t broke, don’t fix it.”

We fear that the negative impact of this rule would only become worse if our efforts to prohibit
the proposed real estate brokerage, leasing and management rule fail. If the OCC’s logic
prevails, it is not too much of a reach to conclude that the OCC would preempt state real estate
licensing and continuing education requirements for national bank real estate operations. Is this

what Congress intends?

The effort to concentrate consumer protection regulation in the federal government should only
be considered by Congress after a careful and complete examination determines that our nation’s
dual banking system has failed in some way. We believe our dual banking system continues to
be the best in the world. It is a decentralized market that provides a stable supply of credit to
every sector of our economy. As incubators of new and innovative products, state banks help
REALTORS® put American consumers in homes. The dual banking system requires state
regulators who are closer to consumers to provide remedies to those who are injured by the acts
of financial institutions. Even if the OCC has the desire, does it have the resources to effectively
protect consumers in every state, city and neighborhood where national banks and their operating

subsidiaries do business?

The OCC has consistently relied on the broadest misinterpretation of the law to determine that
national banks may avoid state consumer protection, insurance and lending laws due to their

federal charter. Congressional intent is unclear, and the OCC currently is taking advantage of this
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lack of clarity. Nevertheless, Congress has repeatedly upheld the dual banking system and

limited the authority of the OCC to preempt state laws.

Are we to believe that Civil War necessities should apply to our modern banking system, as the
OCC implies in its citing of preemptive authority? Surely, none of these existing consumer

protection and licensing statutes threaten to destroy any national bank today.

This rule follows a predictable pattern of national banks working with their regulator, the OCC,
to gain greater market share and an expanded portfolio. Their efforts in the early 1990°s to

obtain broad insurance powers are illustrative. These efforts led to the Barnett case.

The applicable language granting authority to the OCC to preempt state laws found in Barneit

Bank of Marion County, N.A. v. Nelson, 517 U.S. 25 (1996) holds that states cannot

“forbid, or (to) impair significantly, the exercise of a power that Congress
explicitly granted. To say this is not to deprive States of the power to regulate
national banks, where (unlike here) doing so does not prevent or significantly

interfere with the national bank’s exercise of its powers.”

The Court continued by citing three supporting cases where the Court held certain state laws did
not “unlawfully encroach,” would not “destro[y] or hampe[r[" and do not “interfere with, or

impair'=3 national banks’ functions, rights or privileges.

! Anderson Nat. Bank v. Luckett, 321 U.S. 233, 247-252 (1944) (state statute administering abandoned deposit
accounts did not “unlawful[ly| encroac[h| on the rights and privileges of national banks.”).
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It was only after the conclusion of this case that national banks redoubled their efforts to obtain
legislative authority to broadly operate securities and insurance businesses. They were finally
successful with the Gramm/Leach/Bliley Act that spelled out how they could enter these

businesses.

After Congress carefully crafted language that codified the Barnett decision, the OCC and its
partner banks continued to push the envelope. Congress established in this regard that states
could not “prevent or significantly interfere with the national bank’s exercise of its powers” in
Section 104(d)2 of the Gramm/Leach/Bliley Act. Although Congress never indicated any other
standard would be appropriate for determining preemption of state laws, the OCC relied on
different language from the Barnett case to support its preemption of state consumer protection,

insurance and lending laws.

The OCC continues to twist the law to meet its ends. NAR believes those ends are to increase
the value of the federal charter at the expense of state licensing and consumer protection
measures. As an agency whose very existence depends on the assessments that its member
banks render, it is in the OCC’s best interest to promote the healthiest and most profitable
institutions it can. That is an admirable goal that produces safe and sound national banks. But
that promotion should not become so relentless that it crosses the line to unfairly prejudice other

institutions not under the auspices of the OCC.

2 McClellan v. Chipman, 164 U.S. 347, 358 (1896 (application to national banks of state statute forbidding certain
real estate transfers by insolvent transferees would not “destro[y] or hampe[r]” national banks’ functions).
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NAR has consistently argued that Congress must not allow unelected regulators unfettered
interpretation and enforcement of all laws as they see fit. There is just not enough attention paid
by these agencies to public comment or Congressional opposition. Although some leeway must
be granted to regulators to fashion the most effective regulation, recent actions prove that some

Congressional contraction of authority is necessary.

Even House Financial Services Committee Chairman Michael Oxley questioned the OCC’s
preemption efforts to overrule the Massachusetts Consumer Protection Act. (Oxley letter to
Treasury Secretary O’Neill, April 22, 2002). In that letter, Chairman Oxley noted that the
GLBA conference report “explicitly states that it was ‘recognizing the primacy and legal
authority of the States to regulate insurance activities of all persons.” ” (Emphasis added.) The
OCC seems to have no trouble ignoring specific legislative language or intent in the area of

insurance activities.

The OCC should not have the ability to determine the winners and losers in a marketplace
through broad preemption of state laws for national banks. All other national and local
businesses continue to meet the regulatory burden of complying with the laws that protect this
country’s consumers against all but national banks and their subsidiaries. There is no valid

public policy to create such a special class of banks.

3 National Bank v. Commonwealth, 76 11.S. 353, 362 (1870) (national banks subject to state law that does not
“interfere with, or impair [national banks’] efficiency n performing the functions by which they are designed to
serve [the Federal] Government.”).
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No other federal regulator has been as callous in its disregard for consumer protections, and no
other regulator has so fiercely fought against a dual regulatory system in this country. The
Securities and Exchange Commission and the states both enforce consumer protections and
securities laws over this industry. The Food and Drug Administration protects Americans in
cooperation with state health authorities. The Federal Trade Commission operates closely with

state officials.

The OCC has historically argued that consumers and businesses can “take their business
elsewhere” if they do not like how national banks operate. This “free market rhetoric™ loses
quite a bit of strength when one considers how only a few huge banks are coming to dominate
that market. The opportunities to utilize other businesses are shrinking due to the continual
granting of special privileges to national banks. This privilege has now been extended by the
OCC to state incorporated operating subsidiaries. This latest salvo could destroy the dual
banking system, leading to an oligopoly of huge multinational banks that can disregard state
licensing and consumer protection laws. This situation would certainly lead to eventual
problems that Congress would need to rectify. Congress should address the situation now before

these problems occur.

The consolidation of so many financial institutions into only a few huge banking conglomerates
has troubled REALTORS® for some time now. Our concern is only heightened when a
regulator can finalize rules like this over the objection of businesses, consumers, states, and

many Members of Congress.
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Congress should not let this situation continue. Congress needs to rein in the regulators before

these actions lead to untenable consequences.

Maybe it is time for Congress to amend the Civil War era National Bank Act to make it
abundantly clear that state consumer protection and licensing laws apply to national banks and
their operating subsidiaries, and to prohibit the OCC from unilaterally preempting these laws

unless they truly discriminate against national banks.

REALTORS® stand ready to support such efforts and we appreciate your attention to this issue.
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Testunony of William M. Isaac
Chairman, The Secura Group
Before the Commuittee on Banking, Housing and Urban Affairs
The United States Senate
April 7, 2004

Mr. Chairman, members of the Commuttee, I am William M. Isaac, Chairman of The Secura
Group, a financial services consulting firm headquartered in Washington. Prior to founding Secura
m 1986, I served eight years on the board of the Federal Deposit Insurance Corporation, five as
Chairman during the banking crisis of the 1980s. My entire career has been spent in the financial
services industry in various capacities, including a number of years as an attorney specializing in

banking law.

I am appearing today to speak on behalf of the regulations recently issued by the
Comptroller of the Currency clarifying when the operations of national banks are subject — and not
subject — to the jurisdiction of the states. The Comptroller notes that he 1s attempting to codify, not

alter, existing law.

The Comptroller says, m a nutshell, that contract law, property law, environmental law, and
other state laws of general application to all companies also apply to national banks. But states may
not attempt to regulate the powers and actwities of national banks or create unpediments to a

national bank’s exercise of its powers.

The Comptroller’s action s being challenged by most of the state attorneys general and the
Conference of State Bank Supervisors. They contend that the Comptroller is forging new ground
and if his actions are upheld, it will undermine the dual or state/federal banking system and will

mjure consumers.

Nothing could be further from the truth in my judgment. I believe the Comptroller’s
preemption regulations are: 1) pro-consumer; 11) very much in the best interests of all banks, both
state and nationally chartered; 111) essential to the preservation of our dual or state/federal banking

system; ) fully in accord with 140 years of statutory and case law, including decisions by the United
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States Supreme Court; and v) quite similar to the federal preemption rules applicable to federally

chartered thafts and credit unions, about which there appears to be no controversy.

The larger national banks do business throughout the nation. They cannot operate
effectively and efficiently 1f they must tailor their products to the laws of 50 states and who knows
how many local jurisdictions. For example, a few years ago the city council of Santa Monica,
California passed an ordinance purporting to regulate ATM fees within the city. Some national
banks refused to allow non-customers access to their ATMs mn Santa Monica until the ordinance was
repealed.  Ultimately the courts struck down the ordinance as an illegal interference with the

business of a national bank.

Inefficient regulation takes an even higher toll on regional or community banks that serve
customers across jurisdictional lines. The smaller the bank the smaller the base of customers over
which to apply the extra compliance, legal, technology and paperwork expenses caused by multiple
regulatory schemes. Those who care about the vitality of our nation’s regional and community

banks should not overlook the impact of this issue on them.

It serves neither banks nor customers of banks to make it mcredibly inefficient and
expensive for banks to operate across jurisdictional lines. It would be a nightmare if national banks
were required to comply with scores, if not hundreds, of state and local regulations on their
products, services and activities. The result would be fewer services and higher prices for bank

customers.

The federal government has passed reams of laws, regulations and rules to protect the
interests of consumers, and the federal banking agencies have devoted very substantial resources to
making sure those laws, regulations and rules are enforced. The Comptroller’s Office, in particular,
has been very aggressive with its enforcement and has taken a series of steps, including new anti-

predatory lending standards, to prevent abusive practices.

The contention by various state attorneys general that they are more effective on behalf of

consumers than the Comptroller of the Currency strains credulity. The Comptroller has nearly two
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thousand supervisory personnel dealing with national banks each day. Those personnel have
enormous legal authority and even greater moral suasion with respect to national banks. While an
attorney general is hufling and puffing and threatening to go to court against a bank, without much
effect; all it takes 15 a frown from the Comptroller to' bring a national bank into- line. This. 1s
pacticularly true of the larger banks, which simply have no choice but to maintain the very best:of

relations with their regulators 1f they wish to grow and prosper.

[ 'worked closely with state regulators throughout the country when I served as Chairman
of the FDIC. Indeed, the FDIC shared oversight with the states of some 8,000 state banks. ['know
of no state banking department that s better equipped than the Comptroller of the Currency to

supervise banks for either complianee or safety and soundness purposes.

Many, if not most, of the state banking departinents were chronically short of financial and
personnel resources and relied heavily on the FDIC to assist in the supervisiori of their banks and in
the traming of their personnel. |
find it difficult to unagine how or Comparison of OCC and
where  the  swte  banking State Examiner Resources

departthents  would  find  the 113437

resources to také on the additional

duties of overseeing national banks

within their borders. Indeed, the
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chart shown below reveal that the
Comptroller of the Cumency has
one cominissioned examiner for
each institution it supervises, while 7 All States

the state banking departments have

Source: Conference of State Bank SUpevisors; OCE Annual Report

one examiner for every 48

mstititions they supervise.

T have long been an ardént supporter of the dual or state/fedeml banking system. Ithasled

to much innovation at both the state and [ederal levels, as the: states and the Comptroller of the
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Currency have attempted at various times to improve the competitive position of their banks. When
the federal government imposed a punitive tax on bank notes 1ssued by state-chartered banks i the
1800s, for example, state banks responded by inventing what we know today as the checking
account. The Comptroller of the Currency led the way toward a more modern and competitive
banking system with a series of rulings in the 1960s, including the introduction by a naticnal bank of

the negotiable certificate of deposit.

There are two ways to keep the dual or state /federal banking system in balance. One way is
to bring down the side that has an advantage — to take away the advantage. This 1s what the Clinton
administration was attempting to do when it proposed that state banks pay for federal examinations
to equalize their supervisory costs with those of national banks. And this 1s what the CSBS s
attempting to do when 1t attacks the preemption powers of the Comptroller. When these kinds of
things take place, the dual banking system becomes a serious burden to the industry and its

customers — it reduces services and innovations and raises costs.

The other way to keep the system in balance is to strengthen the side that has the
disadvantage. If, for example, it costs more to examine and supervise national banks, let us search
for ways to reduce those costs instead of imposing additional expenses on state banks. Or if
preempution rules allow natonal banks to avoid redundant regulation at the state and local levels,
perhaps states can enter mto compacts to afford smnilar treatment to their banks. When the dual
banking system operates in this fashion, it is truly beneficial to banks and their customers — 1t results

in 2 more innovative and competitive banking system, which benefits all of us.

Currently the balance between state and national banks 1s tilted in favor of state-chartered
banks. Their supervisory costs are lower, and in many states they have broader powers to engage in
a wider range of activities. Moreover, many bankers believe that their state regulator will likely be
more responsive and attentive to their concerns. The Comptroller has lost many banks to the state
systemn over the past decade or two.

If Congress were to repeal the Comptroller’s historical power to preempt state laws that
interfere with the authority and activities of national banks, there 1s a very good chance that the

national banking system will be brought to the brink — possibly bringing an ironic end to our dual



228

banking system and higher prices to the very consumers we claim we want to protect. Adding irony
on top of irony, the states would gain little authority, as most of the larger banking companies would
switch their national bank charters not to state charters but to federal thrift charters, which offer
even clearer federal preemption and the ability to offer an even broader range of retail financial

services.

Before closing, I want to mention the brouhaha about the Comptroller’s ruling that
operating subsidiaries of national banks are entitled to the same protection as national banks against
state interference. The CSBS, together with 35 state attorneys general, filed an amicus brief against

the Comptroller’s preemption rules for operating subsidiaries in Wachovia v. Burke.

Wachovia, a national bank, created an operating subsidiary to carry out mortgage banking
operations. The CSBS contends that the states are entitled to regulate operating subsidiaries. The
Comptreller believes these subsidiaries are entitled to the same protections as national banks so long

as they are engagﬁd only in activities pennissible to national banks.

While I believe the Comptroller is correct, as 2 matter of law, what really struck me when 1
read about this case was the triviality and futlity of the CSBS position. Even if the CSBS position
prevails, Wachovia appears to have readily available alternatives. It can shift its mortgage banking
activities from the operating subsidiary to a national bank or a federal savings bank charter. In either

case, the entity will be shielded from inappropriate state regulation.

In sum, I believe the Comptroller’s preemption regulations are on a sound legal and public
policy footing, They are good for our financial system, good for consumers and essential to the
preservation of our state/federal banking system. T urge the members of this committee to support

the Comptroller’s efforts to maintain a strong and responsive national banking system.
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TESTIMONY OF
ARTHUR E. WILMARTH, JR.
Before the
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS
UNITED STATES SENATE

April 7, 2004

Good morning Chairman Shelby, Senator Sarbanes and members of the Committee. Iam
Arthur Wilmarth, a Professor of Law at George Washington University.! Thank you for inviting
me fo appear before your Committee to discuss my concerns regarding two notices of final
rulemaking issued on January 7, 2004, by the Office of the Comptroller of the Currency
(“OCC”). A more detailed presentation of my views on the OCC’s rules will be published this
spring in the Annual Review of Banking Law.*

In one rulemaking notice, the OCC adopted regulations that preempt a broad range of

' B.A. Yale University, J.D. Harvard University. Ihave been a member of the law
faculty of George Washington University since 1986. The views presented in this testimony are
my own and should not be attributed to George Washington University or any other organization.
I have provided legal advice to state banking departments and the Conference of State Bank
Supervisors (“CSBS”) for more than twenty years. I am presently acting as counsel for state
officials appearing as amici curiae in the following two court cases, which raise legal issues
related to the subject matter of my testimony: Wachovia Bank, N.A_, et al., v. Burke, Civil
Action No. 3:03 CV 0738 (JCII} (D. Conn.), and Wachovia Bank, N.A., et al., v. Watters, Civil
Action No. 5:03-CV-0105 (W.D. Mich.).

* Arthur E. Wilmarth, Jr., The OQCC’s Preemption Rules Exceed the Agency’s Authority
and Present a Serious Threat to the Dual Banking System and Conswmer Protection, 23 ANNUAL
REVIEW OF BANKING LAW (Boston Univ. School of Law, Spring 2004) (forthcoming)
[hereinafter “Wilmarth, OCC Preemption Rules™].
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state laws from applying to the activities of national banks.* Those rules declare that state laws
are preempted whenever they “obstruct, impair, or condition a national bank’s ability to fully
exercise” its federally-authorized powers, either directly or through operating subsidiaries.* The
regulations effectively bar the application of @/l state laws to national banks, except where (1}
Congress has expressly incorporated state-law standards in federal statutes,’ or (ii) particular state
laws have only an “incidental” effect on national banks. The OCC has said that state laws will be
deemed to have a permissible, “incidental” effect only if such laws (a) are part of “the legal
infrastructure that makes it practicable” for national banks to conduct their federally-authorized
activities, and (b) “do not regulate the manner or content of the business of banking authorized
for national banks.”™ In other words, state laws will apply to national banks ondy if the QCC
finds that they promote the ability of national banks to do business.” The preemptive effect of the
OCC’s rules extends not only to national banks but also to their operating subsidiaries.”

The OCC has deliberately crafied its rules to accomplish a sweeping preemption of state

* Bank Activities and Operations; Real Estate Lending and Ap%raisals 69 Fed. Reg. 1904
(issued Jan. 7, 2004) (to be codified at 12 C.T.R. pts. 7 & 34) Thereinafter “OCC Docket 0 -047].

These regulations were issued in proposed form at 68 Fed. Reg. 46119 (proposed Aug. 5, 2003)
[hereinafter “OCC Docket 03-167].

* OCC Docket 04-04, supra note 3, at 1911-13.

5 See, e.g., 12 U.S.C. § 36 (governing branching by national banks); id. § 92a (governing
the fiduciary powers of national banks).

¢ OCC Docket 04-04, supra note 3, at 1911-13.

7 See OCC Docket 03-16, supra note 3, at 46122, 46128.

% See OCC Docket 04-04, supra note 3, at 1905, 1913, Under the OCC'’s regulations, a
subsidiary of a national bank qualifies as an “operating subsidiary” if (i) the subsidiary engages
only in “activities that are permissible for a national bank to engage in directly either as a part of,
or incidental to, the business of banking,” and (11) the parent bank “controls” the subsidiary
{typically by owning more than 50% of the subsidiary’s voting stock). 12 C.F.R. §§ 5.34(e)}(1)
&(2).
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laws that is equivalent to the “field preemption” regime established by the Office of Thrift
Supervision {“OTS"} for federal savings associations and their operating subsidiaries. The OCC
claims that it possesses the same authority to override state laws that the QTS has asserted in its
own regulations.”

In its second rulemaking notice, the OCC amended Section 7.4000 of its regulations,
which restricts the exercise of “visitorial powers” over national banks.' The preamble to this
amendment asserts that “Federal law commits the supervision of national banks’ Federally-
authorized banking business exclusively to the OCC (except where Federal law provides
otherwise) . . . "' The amended rule bars state officials from suing in federal or state courts to
require national banks to comply with state laws. According to the OCC, state officials will be
allowed only to seek a declaratory judgment as to whether a particular state law applies to
national banks. Even if a state official obtains a court order declaring that a state law does apply
to national banks, the amended rule gives the OCC sole discretion to decide whether to enforce

that law against a national bank.'> The preamble also declares that, by virtue of Section 7.4006

? See OCC Docket 04-04, supra note 3, at 1914 (stating that “the preﬂng}tlion regulations
adopted by the OCC are substantially identical to the preemption regulations of the OTS”); Off.

Comptr. Curr., Preemption Final Rule, Questions and Answers, at 3-4 (Jan. 7, 2004}, available at
http://www.occ.treas.gov (asserting that the OCC’s rulemaking authority is “comparably broad
to that of the OTS”). The OTS has proclaimed that its regulations “occup[y] the field” with
respect to the deposit-taking and lending activities and other “operations” of federal savings
associations. See 12 C.T.R. §§ 557.11, 560.2 & 545.2.

1 See Bank Activities and Operations, 69 Fed. Reg. 1895 (issued Jan. 7, 2004} (amending
12 CF.R. § 7.4000) [hereinafter “OCC Docket 04-03"].

1 Id. at 1895 (emphasis added).
2 See id. at 1899-900.
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of the OCC’s regulations,” amended Section 7.4000 will “prevent states from exercising
visitorial authority over national bank operating subsidiaries.”™ Thus, the OCC asserts that it
possesses sole and exclusive authority to enforce applicable state laws against national banks and
their operating subsidiaries, whether by administrative or judicial proceedings.”

Unless the OCC’s new preemption and visitorial powers rules are overturned by Congress
or the courts, the rules will destroy the competitive balance between state and national banks that
Congress has long maintained within the dnal banking system. In addition, the OCC’s rules
regarding operating subsidiaries will seriously infringe upon the states’ authority to regulate
state-chartered corporations and to protect consumers from illegal, fraudulent and unfair financial
practices. The remainder of my testimony sets forth a number of reasons why the OCC does not
have authority to adopt its new rules. Following is a brief summary of those reasons.

First, the OCC’s attempt to create a regime of de facto “field preemption” is contrary to a
long line of decisions issued by the U.S. Supreme Court and other courts. Those decisions have
consistently upheld the principle that “federally chartered banks are subject to state law.™*®
Based on that principle, the courts have required national banks to comply with applicable state
laws except in situations where such laws “prevent or significantly interfere with” the ability of
national banks to exercise their congressionally-authorized powers."”

Second, Congress has repeatedly acted during the past century to preserve the dual

¥ 12 C.F.R. § 7.4006.
** OCC Docket 04-03, supra note 10, at 1900.

5 See id. at 1897-900.
16 Atherton v. FDIC, 519 1J.8.213, 222 (1997).
" Barnett Bank of Marion County, N.A. v. Nelson, 517 U.S. 25, 33 (1996).
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banking system by maintaining a competitive equilibrium between national and state banks in the
most important areas of banking operations. When it passed the Riegle-Neal Interstate Banking
and Branching Efficiency Act of 1994, Congress reiterated its support for core principles of the
dual banking system, including the presumptive application of state laws to national banks. The
House-Senate conference report on the Riegle-Neal Act declared that (i) “States have a legitimate
mterest in protecting the rights of their consumers, businesses and communities,” (i1} “States
have a strong interest in the activities and operations of depository institutions doing business
within their jurisdictions, regardless of the type of charter an institution holds,” and (iii) “[u]nder
well-established judicial principles, national banks are subject to State law in many significant
respects.”’® In adopiing the Gramm-Leach-Bliely Act of 1999, Congress expressly endorsed the
“prevent or significantly interfere with” test for preemption that the Supreme Court established in
Barnett Bank®® In view of this explicit congressional support for the application of state laws to
national banks, the OCC’s rules clearly exceed the agency’s authority.

Contrary to Congress’ clear intent, the OCC’s regulations disrupt the competitive balance
that has long existed between national and state banks, and also impair the states’ ability to
protect consumers. The OCC’s rules assert that national banks are exempt from a broad range of
state laws, including those dealing with fair lending and consumer protection. Unless the QCC’s

rules are overturned, large state-chartered banks that operate across state lines will have strong

'* Act of Sept. 29, 1994, Pub. T.. No. 103-328, 108 Stat. 2338 [hereinafter “Riegle-Neal
Act].

¥ H.R. Rep. No. 103-651, at 53 (Conf. Rep.), reprinted in 1994 U.S. Code Cong. & Ad.
News 2068, 2074.

20 Act of Nov. 12, 1999, Pub. L. No. 106-102, 113 Stat. 1338 [hereinafter “GLBA™],
§ 104(d)(2)(A), 113 Stat. 1353 (codified at 15 U.S.C. § 6701(d}2)(A)).
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incentives to convert to national charters to avoid the application of state laws. Over time, it
seems likely that the state banking system will be reduced to a group composed primarily of
small, community-based banks, while the national banking system will be increasingly
dominated by large, multistate banks. As a consequence, even if the state regulatory system can
survive as a chartering authority for community banks, there will no longer be a meaningful
chartering option for most banks. Such an outcome would severely weaken the dnal banking
system’s current incentives for regulatory innovation and flexibility.

Third, the OCC does not have authority under 12 U.S.C. § 371(a) fo bar the states from
regulating real estate loans made by national banks. Under § 371(a), the OCC’s rulemaking
power with regard to real estate loans is expressly limited by the uniform standards for real estate
lending adopted by the federal banking agencies pursnant to 12 U.S.C. § 1828(0). Those uniform
interagency standards require all banks insured by the Federal Deposit Insurance Corporation
{“FDIC"y—including national banks—to comply with “all real estate related laws and
regulations,” a phrase that on its face includes applicable state laws.?' The uniform standards are
consistent with judicial decisions that have upheld the application of state laws to real estate
transactions by national banks, except in cases involving a direct conflict between a state law and
a federal statute or authorized regulation. Accordingly, the OCC’s far-reaching preemption rules
for real estate loans are not authorized by § 371(a).

Tourth, the OCC also lacks authority to create a regime of de facto “field preemption” for

the non-real estate transactions of national banks, such as the acceptance of deposits and the

! See infra notes 33-34 and accompanying text (discussing the interagency uniform
standards established under 12 U.S.C. § 1828(0), govemning real estate loans made by afl FDIC-
insured depository instifutions).
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making of unsecured loans. Decisions of the Supreme Court and lower courts have held that
state laws do apply to such transactions, except in cases where state law creates an irreconcilable
conflict with federal law. Under 12 U.S.C. § 93a, the OCC has no authority to adopt rules that
expand the powers or immunities of national banks by preempting applicable state laws. The
OCC also cannot rely on the OTS’ broad claims of preemptive power. The courts have
consistently held that the OCC’s authority to override state laws is far more circumscribed than
the OTS’ comparable power. Accordingly, the OCC’s preemption rules for non-real estate
transactions are unlawful.

Fifth, the OCC cannot prevent state officials from filing lawsuits to enforce applicable
state laws against national banks. Federal and state courts have held that 12 T1.S.C. § 484(a)
authorizes state officials to obtain compulsory judicial remedies to stop violations of state laws
by national banks. In addition, federal statutes do not restrict the authority of state officials to
use administrative or judicial measures to enforce state laws against operating subsidiaries of
national banks. State enforcement has proven to be a highly effective and necessary supplement
to federal efforts to protect the public against illegal, fraudulent, and unfair practices by
consumer lenders, securities firms and mutual funds. National banks and their affiliates have
been implicated in abusive practices in all three areas.

Sixth, the OCC lacks authority to apply its preemption and visitorial powers rules to
operating subsidiaries of national banks. The OCC does not have power to bar the states from
licensing, examining and otherwise regulating state-chartered corporations that are subsidiaries
of national banks. Federal banking statutes and state corporate laws establish a clear legal

separation between national banks and their “affiliates,” including their operating subsidiaries.
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Operating subsidiaries are chartered as separate and distinct corporate entities under the authority
of state law. Because they are creatures of state law, operating subsidiaries must comply with all
applicable state requirements. The OCC’s rules effectively “federalize™ state-chartered
subsidiaries by placing them under the exclusive supervisory control of the OCC. The OQCC has
no authority to take such a radical step under § 484(a) or any other federal statute. Indeed, the
OCC’s rules create serious constitutional questions under the Tenth Amendment, because they
infringe upon the sovereign power of the states to regulate corporations chartered under state law.

Finally, public policy does not favor entrusting the OCC with sole discretion and
authority to enforce consumer protection laws against national banks and their operating
subsidiaries. Virtually the entire OCC budget is funded by national bank fees, and the biggest
national banks pay the highest assessment rates. The OCC therefore has an obvious self-interest
in pursuing a preemption agenda that will encourage large, multistate banks to operate under
national charters. In addition, during the past decade the OCC has not issued a single public
enforcement order against any of the nine largest national banks for violating a consumer
protection law. The OCC’s unimpressive enforcement record is, unfortunately, consistent with
its strong budgetary interest in maintaining the loyalty of leading national banks. Given the
OCC’s financial self-interest and its empire-building agenda, the OCC faces a clear conflict of
interest (and the risk of regulatory capture} whenever the agency considers the desirability of (i}
preempfing state consumer protection laws or (ii) taking vigorous enforcement measures against
one of its most important regulated constituents.

A. The QOCC’s Preemption Rules Exceed the Agency’s Authority, Because They Are
Inconsistent with Controlling Judicial Authorities and Congressional Intent
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1. State Laws Apply to National Banks Except in Situations Where a State Law
“Prevents or Significantly Interferes with” a Congressionally-Authorized
Power of National Banks
The OCC asserts that “the exercise by Federally-chartered national banks of their
Federally-authorized powers is ordinarily nof subject to state law.”®* That assertion is clearly
wrong, because it violates core principles of federalism embodied in our dual banking system.
Under the dual banking system, the states have authority to regulate the business activities of all
banks, including national banks, except in specific areas where Congress has affirmatively
chosen to preempt state laws.”* In 1997, the Supreme Court reaffirmed the basic principle that
“federally chartered banks are subject to state law.” Atherton v. FDIC, 519 U.S. at 222. As
support for that principle, the Court cited prior decisions reaching back more than a century to an
1870 case, where the Court declared that national banks
. .. are subject to the laws of the State, and are governed in their daily course of
business far more by the laws of the State than of the nation. All their contracts
are governed and construed by State laws. Their acquisition and transfer of
property, their right to collect their debts, and their liability to be sued for debts,
are all based on State law. It is only when State law incapacitates the [national]
banks from discharging their duties to the federal government that it becomes

unconstitutional **

In Barnett Bank of Marion County, N.A. v. Nelson, 517 U.S. at 33, the Supreme Court

2 OCC Docket 03-16, supra note 3, at 46120 (emphasis added).

? For example, in Beneficial National Bank v. Anderson, 123 S. Ct. 2058 (2003), the
Supreme Court held that 12 U.S.C. §§ 85 & 86 provide “an exclusive federal cause of action for
usury against national banks.” Id. at 2064 (emphasis added). Thus, usury is a specific area where
Congress has determined that state-law rules should not apply to national banks. However, as
shown below, Congress has not delegated to the OCC any preemptive rulemaking authority that
would allow the OCC to give national banks and their operating subsidiares a general immunity
from state regulation.

» National Bank v. Commonwealth, 76 U.S (9 Wall.} 353, 362 (1870), quoted in
Atherton, 519 U.S. at 222-23.
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held that a state may not “forbid, or impair significantly, the exercise of a power that Congress
explicitly granted” to national banks.” However, immediately following that statement, the
Court explained that “[t]o say this is nof to deprive States of the power to regulate national banks,
where . . . doing so does not prevent or significantly interfere with the national bank’s exercise of
its powers.” Id. (emphasis added). The Supreme Court also made clear that the National Bank
Act, 12 U.S.C. § 21 et seq. (“NBA™), does nof create a regime of field preemption. Accordingly,
state laws are preempted only when they create an “irreconcilable conflict” with federal statutes
governing the activities of national banks. Id. at 31. When Congress adopted Section 104 of
GLBA in 1999, Congress specifically endorsed the “prevent or significantly interfere with” test
for preemption established in Barnett Bank.”

In Barnett Bank and Atherton, the Supreme Court cited several prior decisions requiring
national banks to comply with state laws that did nof create any direct conflict with federal
statutes.® In those decisions, the Court affirmed that “national banks are subject to state laws
unless those laws infringe the national banking laws or impose an undue burden on the
performance of the banks’ functions.” Similarly, the Third Circuit Court of Appeals held in
1980 that Congress has rot “regulate[d] national banks to the exclusion of state control,” and

“congressional support remains for dual regulation.”™® Fourteen years later, Congress strongly

B See 15 U.8.C. § 6701(d)2)(A); see also H.R. Rep. No. 106-434, at 156-57 (1999)
(Conf. Rep.), reprinted in 1999 U.S. Code Cong. & Ad. News 245, 251.

26 See Barnett Bank, 517 U.S. at 33-34; Atherton, 519 U.S. at 222-23.

¥ Anderson National Bank v. Luckett, 321 U.S. 233, 248 (1944). Accord, e.g., Lewis v.
Fidelity & Deposit Co., 292 U.S. 559, 564-66 (1934); First National Bank in St. Louis v.
Missouri, 263 U.S. 640, 656-59 {1924); McClellan v. Chipman, 164 U.S. 347, 356-61 (1896).

8 National State Bank v. Long, 630 F.2d 981, 985 (3d Cir. 1980). Accord, e.g., Best v.
U.S. National Bank, 739 P.2d 554, 560-61 (Ore. 1987); Perdue v. Crocker National Bank, 702
P.2d 503, 520 (Cal. 1985), appeal dism’d, 475 U.S. 1001 (1986); Video Trax, Inc. v.
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reiterated its approval for the general application of state laws to national banks when it passed
the Riegle-Neal Act. The conference report on the Riegle-Neal Act declared:

States have a strong interest in the activities and operations of depository
institutions doing business within their jurisdictions, regardless of the type of
charter an institution holds. In particular, States have a legitimate interest in
protecting the rights of their consumers, businesses and communities. . . .

Under well-established judicial principles, national hanks are subject to
State law in many significant respects. . . . Courts generally use a rule of
construction that avoids finding a conflict between the Federal and State law
where possible. The [Riegle-Neal Act] does not change these judicially
established principles.*’

As shown by the conference report’s endorsement of “judicially established principles™
affirming that “national banks are subject to State law in many significant respects,” the

conferees fully agreed with prior federal court decisions such as Commonwealth, McClellan, St.

Louis, Luckett and Long.*® In addition, members of Congress determined that the application of

NationsBank, N.4., 33 I'. Supp. 2d 1041, 1048 {S.D. Fla. 1998), aff*d, 205 I.3d 1358 (11th Cir.)
(per curiam), cert. denied, 531 U.S. 822 (2000}

* H.R. Rep. No. 103-651 (Conf. Rep.), at 53 (1994) (emphasis added), reprinted in 1994
U.S. Code Cong. & Ad. News 2068, 2074.

A recent decision by the Ninth Circuit Court of Appeals held that “the presumption
against preemption of state law is inapplicable” in determining whether national banks must
comply with state law. Bank of America v. City and County of San Francisco, 309 F.3d 551,
558-59 (9th Cir. 2002), cert. denied, 123 S. Ct. 2220 (2003). The Ninth Circuit contended that
its refusal to apply a presumption in favor of state banking laws was consistent with the Supreme
Court’s decision in United States v. Locke, 529 U.S. 89 (2000). However, the Ninth Circuit’s
reliance on Locke was clearly misplaced. In Locke, the Supreme Court declined to apply an “an
‘assumption” of non-preemption” when it struck down state laws that imposed restrictions on oil
tankers operating in navigable waterways. The Supreme Court emphasized in Locke that the
challenged state laws sought to regulate “national and international maritime commerce” — an
area in which Congress had shown a clear desire to establish “a uniformity of regulation.” 529
U.S. at 108 {emphasis added). By contrast, in 4therfon, after reviewing the long history of state
regulation of national banks, the Supreme Court held that federal policy did not require any
“uniformity” of regulatory treatment for federally-chartered banks. Accordingly, the Court
refused in Atherton to adopt a federal common-law rule for federally-chartered banks that would
override state-law standards. 519 U.S. at 219-26. Similarly, the Supreme Court has made clear
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state laws to national banks in four broadly-defined areas — community reinvestment, consumer
protection, fair lending and intrastate branching — was essential in order to safeguard consumers
and preserve the vitality of the dual banking system.”’ As explained below in Part D, Congress®
action in the Riegle-Neal Act was consistent with a series of federal statutes enacted since 1910.
In those statutes, Congress has clearly expressed its desire to maintain a competitive equilibrium
within the dual banking system, achieved in large measure through the application of state laws
to national banks.

In view of the federalism policies embodied in the dual banking system, the OCC’s new
preemption rules clearly exceed the agency’s authority under the NBA and are invalid. Federal
courts and Congress have repeatedly made clear that state laws do apply to national banks except
in sitnations where a particular state law “prevents or significantly interferes with” a

federally-authorized power of national banks. The OCC’s new preemption rules — which

that the application of state law to national banks is “the rule,” while preemption is “the
exception.” MeClellan, 164 U.S. at 357; St. Louis, 263 11.S. at 656.

*! The Riegle-Neal Act requires local branches of out-of-state national banks to comply
with nondiscriminatory host state laws in the four designated areas, except where federal law
preempts the application of such state laws to national banks. See 12 U.S.C. § 36(f); see also
140 Cong. Rec. H 6775 (daily ed. Ang. 4, 1994) (remarks of Rep. Neal, explaining that the
Riegle-Neal Act “respects States’ rights by . . . ensur[ing] that certain State laws will continue to
apply to interstate branches of national banks™); id. at H 6777 (remarks of Rep. Roukema, stating
that “[t]he dual banking system and States’ rights are preserved in that the [Riegle-Neal Act] . . .
preserves the States’ ability to apply State laws regarding intrastate branching, fair lending and
consumer protection”); id. at H 6782 (remarks of Rep. LaFalce, explaining that “[t]his legislation
fully recognizes the crucial role State play in regulating financial institutions within their borders
and particularly in protecting consumers™); 140 Cong. Rec. S 12784 (daily ed. Sept. 13, 1994)
(remarks of Sen. Ford, declaring that the Reigle-Neal Act “has been carefully structured in a
manner which protects important States’ rights under our dual banking system™); id. at S 12787
(remarks of Sen. Dodd, stating that the Riegle-Neal Act “strikes the proper balance between
creating a more efficient national banking system and protecting States rights and the dual
banking system . . . [by] requiring branches to abide by applicable State laws™).
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override all state laws that do anything beyond providing “the legal infrastructure that makes it
practicable™ for national banks to function — are radically inconsistent with the preemption
standards that have been established by the courts and endorsed by Congress.””

2. The OCC’s Preemption Rules Clearly Exceed Its Rulemaking Authority

The OCC does not possess any substantive rulemaking power that would justify ifs new
preemption rules. Under 12 U.S.C. § 371{a), as amended in 1991, national banks may make real
estate loans “subject to section 1828(o) of this title and such restrictions and requirements as the
[OCC] may prescribe by regulation or order.” Thus, as the OCC concedes, national banks must
comply with the uniform standards for real estate loans that the federal banking agencies have

adopted under 12 U.S.C. § 1828(0).”* Section 1828(0) ensures that all FDIC-insured depository

32 In its new preemption rules (OCC Docket 04-04, supra note 3, at 1910 & n.53), the
OCC cites the Supreme Court’s use of the word “condition™ in Barnett Bank. In the relevant
passage, the Court said that “where Congress has not expressly conditioned the grant of ‘power’
upon a grant of state permission, the Court has ordinarily found that no such condition applies.”
517 U.S. at 34. Read in context, the Court was clearly saying that a state may not seek to
prohibit the use of a federal power by requiring national banks to obtain the state’s permission as
a “condition” for exercising that power. See id. at 531-32 (responding to Florida’s argument that
“the Federal Statute removes only federal legal obstacles, not state legal obstacles, to the sale of
insurance by national banks™). Barnett Bank did not say that a state may never affect the exercise
of a federal power by requiring national banks, in the course of exercising that power, to satisfy
reasonable “conditions™ that all similarly-situated persons must meet. The Supreme Court had
previously upheld the states’ authority to place reasonable, nondiscriminatory conditions on
national bank activities in both Luckett, 321 U.S. at 247-49, and McClellan, 164 U.S. at 358-59.

In its preemption rules, the OCC also tries to justify its preemption standard by citing the
Supreme Court’s statement that a state law will be preempted when it “stands as an obstacle to
the accomplishment and execution of the full purposes and objectives of Congress.” OCC
Docket 04-04, supra note 3, at 1910 & nn.50-51 (quoting and citing Hines v. Davidowitz, 312
11.S. 52, 67 (1941). However, in light of the congressional policies embodied in the dual banking
system, it is the QCC’s rules that actually “create an obstacle™ to the achievement of Congress’
true purposes for the U.S. banking industry.

¥ See OCC Docket 04-04, supra note 3, at 1909-10 & n.41.
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institutions have an equal competitive opportunity to make real estate loans based on uniform
interagency standards, which cannot be altered unless they are “uniformly amended” by all of the
federal banking agencies.

Section 371(a) permits the OCC to issue rules imposing additional “restrictions and
requirements” on real estate loans, but the OCC may nof exempt national banks from the uniform
standards established under § 1828(0). One of those uniform standards requires all FDIC-insured
institutions — including national banks — to adopt policies designed to ensure “[c]ompliance with
all real estate related laws and regulations.™* On its face, this standard includes applicable state
laws and regulations. When Congress adopted the Riegle-Neal Act in 1994 — just three years
after amending § 371{a) — Congress clearly understood that the states did have authority to
regulate real estate loans made by national banks. As noted above, the Riegle-Neal Act included
a provision that generally requires branches of out-of-state national banks to comply with host
state laws in the areas of community reinvestment, consumer protection and fair lending. See 12
U.S.C. § 36(f). Congress would hardly have included this statutory expression of support for the
application of state laws to national banks” real estate loans — consistent with the decision in
Long™ — if Congress had contemplated that the OCC could use § 371(a) to preempt all state
regulation of real estate lending by national banks.

The OCC also does not possess any independent power to preempt state laws under 12

U.S.C. § 93a. Under § 93a, the OCC may issue regulations “to carry out the responsibilities of

* See, e.g., 12 C.F.R. Part 34, Subpart D, App. A (uniform standards applicable to
national banks, under the heading “LOAN PORTFOLIO MANAGEMENT CONSIDERATIONS™)
{emphasis added).

* See 630 F.2d at 985-87 {holding that residential mortgage loans made by national
banks must comply with New Jersey’s anti-redlining statute).
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the office.” However, this rulemaking authority “carries with it no new authority to confer on
national banks powers which they do not have under existing substantive law.?® Thus, § 93a
does not permit the OCC to “authorize activities that run afoul of federal laws governing the
activities of national banks.”” Put another way, § 93a does not allow the OCC to grant powers
or immunities to national banks that they do not already possess under federal statutory law.

The Comptroller of the Currency himself acknowledged in 2002 that “the OCC has no
self-executing power to preempt state law.”** Comptroller Hawke observed that the OCC “has
on many occasions expressed opinions about the preemptive effect of federal law.”** However,
in view of the narrow scope of the OCC’s rulemaking power under Section 93a, that statute
cannot provide the QCC’s “opinions” with any independent preemptive force.

The OCC is also wrong in asserting that it enjoys a preemptive rulemaking power similar
to that of the OTS. Under Section 5(a) of the Home Owners’ Loan Act (“"HOLA™), 12 U.8.C. §
1464(a), the OTS is authorized “to provide for the organization, incorporation, examination,
operation, and regulation” of federal savings associations “giving primary consideration to the
best practices of thrift institutions in the United States.” In 1982, the Supreme Court held that
Section 5(a) conferred upon the Federal Home Loan Bank Board {“FHLBB™), the OTS’
predecessor agency, “plenary authority to issue regulations governing federal savings

associations” — an authority which “expressly contemplated . . . the [FHLBB’s] promulgation of

%% 126 Cong. Rec. 6902 (1980) (remarks of Sen. Proxmire), quoted in Conf. of State Bank
Supervisors v. Conover, 710 F.2d 878, 885 (D.C. Cir. 1983).

3 CSBS v. Conover, 710 F.2d at 885.

* Speech by Comptroller of the Currency John D. Hawke, Jr. on Feb. 12, 2002, reprinted
in OCC News Release 2002-10, at 7, available at www.occ.treas.gov).

* 1d. (emphasis added).
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regulations superseding state law.”™® In reaching this decision, the Supreme Court placed great
weight on Congress’ apparent decision to allow the FHLBB to implement what it believed were
the “best practices” of thrift institutions, regardless of state law.** In contrast, there is no
comparable provision in the NBA that allows the OCC to define the “best practices™ of national
banks or to preempt state laws that the OCC believes are in conflict with those “best practices.”
As 1 discuss in my forthcoming article, the question of whether the OTS possesses
unlimited “field preemption™ authority under HOLA has not yet been resolved by the courts.”
Regardless of the precise scope of the OTS’ preemptive authority under IIOLA, it is clear that the
OCC does not possess any comparable power. As shown above, Sections 371(a) and 93a do not
give the OCC any “plenary” rulemaking power similar to that conferred on the OTS by Section
5(a) of HOLA. The courts have consistently held that the OTS’ ability to preempt state laws is
far greater than any comparable power possessed by the OCC under the NBA. TFor example, in
People v. Coast Federal Savings & Loan Association,® the district court held that HOLA
authorized the FHLBB to issue “comprehensive rules and regulations concerning the powers and
operations of every Federal savings and loan association from its cradle to its corporate grave.™*
The court also declared that the preemptive reach of HOLA is far greater than that of the NBA:
[A] building and loan association organized under [HOLA] is not a national bank
and the powers and duties of the two materially differ. As fo national banks,
Congress expressly left open a field for state regulation and the application of

state laws; but as to federal savings and loan associations, Congress made
plenary, preemptive delegation to the [FHLBB] to organize, incorporate, supervise

4 Fidelity Fed. Sav. & Loan Ass’n v. de la Cuesia, 458 U.S. 141, 160, 162 (1982).
4 I at 161-62.

4 See Wilmarth, OCC Preemption Rules, supra note 2, Parts IIL.B.2 & IILF 2.

“ 98 F. Supp. 311 (S.D. Cal. 1951).

+ Id. at 316.
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and regulate, leaving no room for state supervision.*®
This statement in Coast Federal is highly significant, because subsequent court decisions have
quoted Coast Federal’s “cradle-to-grave” metaphor in describing the expansive authority held by
the FHLBB and the OTS.*

Similarly, in North Arlington National Bank v. Kearny Federal Savings & Loan
Association,”” the court held that the NBA could not be used as an “analogy” in discussing the
authority granted to the FHLBB under HOLA, because of “the historical reasons back of the
establishment of national banks and the altogether different type of administrative control
exercised over them.” Two other federal appellate decisions establish the same clear distinction
between the broad preemptive authority of the OTS and the much more circumscribed power of
the OCC*

In light of the foregoing authorities, the OCC cannot justity its preemption rules by
relying on Section 371(a), Section 93a, or the OTS’ rulemaking power under HOLA. The OCC’s
rules violate “the clear intent of Congress,” because they are contrary to extensive legislative and

judicial authorities showing that “Congress could not have intended to delegate a decision of

“* 1d. at 319 (citation and internal quotation marks omitted; emphasis added).

* E.g., de la Cuesta, 458 U.S. at 145 (quoting Coust Federal); Conference of Federal
Savings & Loan Ass’ns v. Stein, 604 T.2d 1256, 1260 (9th Cir. 1979) (same}, aff 'd mem., 445
U.S. 921 (1980); Bank of America, 309 F.3d at 558 (same).

47 187 F.2d 564 (3d Cir.), cert. denied, 342 U.S. 816 (1951).

* Id. at 567 (emphasis added).

# See Long, 630 TF.2d at 989 (stating that “federal regulation of federal savings and loan
associations . . . is distinct from the supervision of national banks by the [OCC] and . . . federal
savings and loan associations do not have the lengthy history of dual regulation that characterizes
the national banking system™}; Bank of America, 309 F.3d at 558-59 (stating that “regulation of
federal savings associations by the OTS has been so ‘pervasive as to leave no room for state
regulatory control’,” while, in contrast, “states retain some power to regulate national banks™).
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such economic and political significance to [the OCC].?*

B. The OCC’s Rule Exempting Operating Subsidiaries from State Regulation Violates
Fundamental Principles of Corporate Governance and Financial Regulation

Under Section 7.4006 of its regulations, the OCC claims that operating subsidiaries of
national banks are immune from state supervision. This claim ignores the unquestioned primacy
of the states in regulating state-chartered corporations. The courts have repeatedly upheld the
authority of each state (1} to exercise comprehensive supervision over the corporations it charters,
(i1} to regulate companies chartered by other states that transact business within its borders, and
(iii) regulate entities that offer financial services to its residents. With regard to locally-chartered
corporations, the Supreme Court held in 1987 that:

No principle of corporation law and practice is more firmly established than a
State’s authority to regulate domestic corporations. . . .

[S]tate regulation of corporate governance is regulation of entities whose very
existence and attributes are a product of state law. . . .

It 1s thus an accepted part of the business landscape in this country for
States to create corporations, to prescribe their powers, and to define the rights
that are acquired by purchasing their shares. . . 3!

With respect to corporations chartered by other states, the Supreme Court has affirmed
that each state “is legitimately concerned with safegnarding the interests of its own people in
business dealings with corporations not of its own chartering but who do business within its

9952

borders.”™* Each state may therefore require foreign corporations to comply with

% FDA v. Brown & Williamson, 529 U.8. 120, 132-33, 159-61 (2000).

' CTS Corp. v. Dynamics Corp. of America, 481 U.S. 69, 89, 91 (1987). See also
Oregon Railway & Navigation Co. v. Oregonian Railway Co., 130 U.S. 1, 20 (1889} (“the
powers of corporations . . . are such and such only, as are conferred upon them by the acts of the
legislatures of the several States under which they are organized™).

5% Union Brokerage Co. v. Jensen, 322 U.S. 202, 208 (1944).



247

nondiscriminatory licensing requirements and other regulations enacted “for the purpose of
insuring the public safety and convenience.”™?

Courts have also emphasized the longstanding policy of Congress to refrain from
adopting a “federal corporate law” that would “overturn or at least impinge severely on the
tradition of state regulation of corporate law.”™* In violation of this congressional policy, Section
7.4006 of the OCC’s regulation overrides fundamental principles of state corporate law and
infringes upon the states’ sovereign authority to regulate state-chartered corporations. Section
7.4006 ignores the legal separation between a national bank and its operating subsidiary and (in
conjunction with the OCC’s other rules) obliterates the subsidiary’s legal obligations under its
state corporate charter. The OCC’s position directly conflicts with the Supreme Court’s
admonition that the legal separation between a subsidiary and its parent corporation is a “general
principle of corporate law deeply ingrained in our economic and legal systems.” Federal courts
have often refused to interpret federal statutes in a manner that would ignore principles of

corporate separation and other fundamental tenets of state corporate law, absent clear evidence

* 1d. at 211 (internal quotation marks and citation omitted).

5 Business Roundtable v. SEC, 990 F.2d 406, 412 (D.C. Cir. 1990). Accord, Santa Fe
Industries, Inc. v. Green, 430 U.S. 462, 479 (1977) (“Absent a clear indication of congressional
intent, we are reluctant to federalize the substantial portion of the law of corporations that deals
with transactions in securities, particularly where established state policies of corporate
regulation would be overridden”).

5 United States v. Bestfoods, 524 U.S. 51, 61 (1998) (citation and internal quotation
marks omitted). dccord, Dole Food Co. v. Patrickson, 123 8. Ct. 1655, 1660 (2003) (“A basic
tenet of American corporate law is that the corporation and its shareholders are distinct entities™);
Minnesota v. Fleet Mortgage Corp., 181 F. Supp. 2d 995, 1000 (D. Minn. 2001} (“operating
subsidiaries hold a separate incorporated status from their parent banks, and subsidiaries are not
chartered as federal banks™).
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that Congress intended such a result.*®

The OCC has itself relied on principles of corporate separation in presenting legislative
proposals to Congress. During congressional hearings on GLBA, the OCC invoked the corporate
separation doctrine (including the reluctance of courts to “pierc[e] the corporate veil”) to support
its argument that Congress should not be greatly concerned by the possible risk that “banks
would end up being liable for the debts of their subsidiaries.” Having advised Congress that
national banks and their subsidiaries are separate and distinct entities under corporate law, the
OCC cannot claim any congressional mandate for its current claim that operating subsidiaries are
“indistinguishable” from their parent national banks.*®

In tandem with the OCC’s preemption and visitorial powers rules, Section 7.4006
severely undermines the historic primacy of the states in matters of corporate regulation. Under
the OCC’s view, the states must surrender all authority to license, examine and supervise state-

chartered corporations that are controlled by national banks. This “interpretation” of the QCC’s

¢ E.g., Dole Food Co., 123 8. Ct. at 1661 (refusing to conclude that, “as a categorical
matter, all subsidiaries are the same as the parent corporation,” because “the text of the [relevant
statute] gives no indication that Congress intended us to depart from the general rules regarding
corporate formalities™); Bestfoods, 524 U.S. at 62 (rejecting a proposed reading of a pollution
conirol statute (“CERCLA”) that would impose automatic liability on a parent corporation for the
acts of its subsidiary, because “nothing in CERCLA purports to reject this bedrock principle [of
corporate separation], and against this venerable commonlaw backdrop, the congressional silence
is audible™); CTS Corp., 481 U.S. at 85, 86 (refusing to construe a federal statute to “pre-empt a
variety of state corporate laws of hitherto unquestioned validity,” because the “longstanding
prevalence of state regulation in this area suggests that, if Congress had intended to pre-empt all
[such] state laws . . . it would have said so explicitly”); Business Roundtable, 905 I.2d at 412,
415 (striking down an agency rule that would “overturn or at least impinge severely on the
tradition of state regulation of corporate law,” because “nothing in the statute and legislative
history suggests so broad a [congressional] purpose”); see also Santa Fe, 462 U.S. at 479 (quoted
supra at note 54).

7 TLR. Rep. No. 106-74, at 101 (1999} {pt. 1) {discussing the OCC’s views).

¥ OCC Docket 04-03, supra note 10, at 1900.
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authority over operating subsidiaries is indefensible. The federal government intrudes upon the
states’ sovereignty and exceeds the boundaries of its own authority under the Tenth Amendment
when it attempts to convert state-chartered corporations into creatures of federal law without the
permission of the chartering states.”” In a comparable case, the Supreme Court rejected a federal
agency’s interpretation of federal law, because the agency’s position would have created
“significant constitutional and federalism questions™ by “permitting federal encroachment upon a
traditional state power™ without any “clear indication that Congress intended that result.”*
Based on the same reasoning, § 7.4006 of the OCC’s rules should be declared invalid.

Section 7.4006 also ignores the states’ histaric role in regulating providers of financial
services. Courts have repeatedly upheld the authority of each state to regulate banks and
nonbanks for the purpose of protecting its economy and its citizens from unsound or fraudulent
providers. In a 1980 decision, the Supreme Court declared:

We readily accept the submission that, both as a matter of history and as a matter
of present commercial reality, banking and related financial activities are of
profound local concern. . . . [S]ound financial institutions and honest financial
practices are essential to the health of any State’s economy and to the well-being

of its people. Thus, it is not surprising that ever since the early days of our
Republic, the States have chartered banks and have actively regulated their

¥ Hopkins Federal Savings & Loan Ass’n v. Cleary, 296 1.8. 315 (1935) (Section 5(i) of
HOLA violated the Tenth Amendment, because it permitted state-chartered savings institutions
to convert to federal charters, and to operate under the FHLBB’s exclusive supervision, without
state permission); Chicago Title & Trust Co. v. 4136 Wilcox Bldg. Corp., 302 U.S. 120 (1937)
(Section 77B of the federal Bankruptcy Act did not authorize the filing of a bankruptey petition
on behalf of a corporation whose charter had expired under state law, because any such filing
would create “an intrusion by the Federal Government on the powers of the State” and would
create serious problems under the Tenth Amendment as construed in Hopkins).

& Solid Waste Agency of Northern Cook County v. U.S. Army Corp. of Engineers, 531
U.S. 159, 174, 172 (2001).
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activities.”

In the same case, the Supreme Court observed that 12 U.S.C. § 1846 “does reserve to the States a
general power to enact regulations™ applicable to bank holding companies and their subsidiaries,
provided such “state legislation . . . operates within the boundaries marked by the Commerce
Clause.”™ In the field of mortgage lending, courts have repeatedly upheld state laws designed to
prevent lenders from engaging in fraud, predatory lending, redlining and other unconscionable
practices.®

Thus, Section 7.4006 is completely inconsistent with core principles of federalism that
are firmly embedded in our systems of corporate governance and financial regulation. As shown
in Part C below, federal statutes do not permit the OCC to bar the states from exercising their
traditional regulatory powers over all state-chartered providers of financial services.

C. The OCC Does Not Have Authority to Prevent the States from Enforcing Valid
State Laws Against National Banks and Their Operating Subsidiaries

1. Section 484 Does Not Preempt the States’ Authority to Enforce State Laws
Against National Banks and Their Operating Subsidiaries

12 U.S.C. § 484(a) provides:

' Lewis v. BT Investment Managers, Inc., 447 U.S. 27, 48 (1980). Accord, Northeast
Bancorp v. Board of Governors, 472 U.S. 159, 177-78 (1985). See also Old Stone Bank v.
Michaelson, 439 F. Supp. 252, 256 {D.R.1. 1977) (“It has long been recognized that a state may
regulate banking to protect the public welfare in the exercise of its police power”).

& Lewis, 447 U.S. at 48-49. Section 1846(a) reserves to each state the power to regulate
“companies, banks, bank holding companies, and subsidiaries thereof.” In Lewis, the Supreme
Court noted that the challenged Florida law was not preempted by any federal statute. Id. at 35.
The Court struck down the law because it discriminated against investment advisory firms owned
by out-of-state banking organizations, thereby violating the Commerce Clause. See id. at 31-32,
35-37, 42-44.

© E.g., Long, 630 F.2d at 985-87; United Companies Lending Corp. v. Sargeant, 20 F.
Supp. 2d 192, 200-04 (D. Mass. 1998); In re Maxwell, 281 B.R. 101, 123-31 (Bankr. D. Mass.
2002); Solomon v. Gilmore, 731 A.2d 280, 283-89 (Conn. 1999).
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No national bank shall be subject to any visitorial powers except as authorized by
Federal law, vested in the courts of justice or such as shall be, or shall have been
exercised or directed by Congress or by either House thereof or by any committee
of Congress or of either House duly authorized.

The second clause of § 484(a) expressly authorizes “the courts of justice” to exercise
“visitorial powers” over national banks. As the QCC has acknowledged, federal and state courts
have exercised visitorial powers over national banks ever since the NBA was enacted in 1864.%
Based on § 484(a) and its precursors, courts have repeatedly affirmed the rights of private parties
and state officials to obtain judicial remedies enforcing state laws against national banks.®

For example, in St. Louis, the defendant national bank and the United States claimed that
Rev. Stat. § 5241 (the predecessor of § 484} barred the Attorney General of Missouri from suing
to stop the bank from violating state law.*® The Supreme Court, however, rejected that claim.
After finding that federal law did not preempt the relevant state statute, the Court held that the

Attomey General had full power to sue the national bank “to vindicate and enforce [Missouri’s]

law.”” St. Louis thus conclusively establishes the authority of state officials to use judicial

& See OCC Docket 04-03, supra note 10, at 1897-900.

% E.g., First National Bank in St. Louis v. Missouri, 263 U.S. 640, 659-61 (1924);
Guthrie v. Harkness, 199 U.S. 148, 152-53, 157-59 (1905); First Union National Bank v. Burke,
48 F. Supp. 2d 132, 145-46, 148-49, 150-51 (D. Comn. 1999}; Best, 739 P.2d at 563.

¢ See 263 U.S. at 642-43 (argument by bank’s counsel); id. at 645-47 (argument by
Solicitor General of the United States).

¢ Id. at 660. The OCC has asserted that Sz. Louis only allows state officials to obtain a
“declaratory judgment” confirming that a state law applies to national banks. According to the
OCC, the authority to seek affirmative judicial remedies to enforce state laws against national
banks is a matter within the OCC’s “exclusive purview.” OCC Docket 04-03, supra note 10, at
1899-900. The OCC’s position is untenable. In St Louis, the Attorney General of Missouri sued
under a writ of quo warranto to prevent a national bank from operating a branch that violated
state law. The Attorney General obtained a judgment that “ousted [the national bank] from the
privilege of operating this branch bank or any other.” 263 U.S. at 655, aff’g State ex rel. Barrett
v. First Nat’l Bank of St. Louis, 249 S.W. 619, 625 (Mo. 1923) (explaining that (i} the Attorney
General proceeded in quo warranto “to prevent [the national bank] from committing an act . . .
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remedies to enforce state laws against national banks.**

Section 484°s limitation on visitorial powers applies only to “national banks,” and the
statute therefore does rof restrict the authority of state officials to regulate operating subsidiaries
of national banks. The term “national bank,” as used in § 484, is governed by the definitions set
forth in 12 U.S.C. §§ 221 & 221a(a). As those sections and related federal banking statutes make
clear, a “national bank™ is a financial institution that (i} files articles of association and an

organization certificate with the OCC, pursuant to 12 U.S.C. §§ 21-24 & 26; (ii} receives from

expressly contravening a state statute™, and (ii) the judgment in quo warranto “prohibited [the
national bank] by a general ouster from committing particular illegal acts”}. Thus, the judicial
remedy upheld in S. Louis was functionally equivalent to a permanent injunction and went far
beyond a mere declaration of the validity of Missouri’s anti-branching law. In accordance with
St. Louis, subsequent federal court decisions have repeatedly upheld the authority of state
officials to obtain prohibitory remedies — including injunctive relief — to prevent national banks
from violating state laws. E.g., Missouri ex rel. Kostman v. First National Bank in St. Louis, 405
F. Supp. 733, 735 (E.D. Mo. 1975) (holding, in reliance on St. Louis, that a state commissioner
was “entitled to injunctive relief” in order “to enforce the banking laws of the State of Missouri
and to prohibit national banks from violating the state laws™), aff’d, 538 F.2d 219 (8th Cir.) (per
curiam), cert. denied, 429 U.S. 941 (1976), see also Colorado ex rel. State Banking Bd. v. First
Nat’l Bank of Ft. Collins, 540 F.2d 497, 498-99 (10th Cir. 1976), cert. denied, 429 U.S. 1091
(1977) (suit by State of Colorado for declaratory and injunctive relief; trial court issued a
declaratory judgment based on “the Bank’s assurances that it would comply with the trial court’s
declaratory judgment without the necessity of an injunction”), Brown v. Clarke, 878 F.2d 627,
629 (2d Cir. 1989) (affirming judgment in favor of a state commissioner who “brought suit in
federal court seeking relief that would bar” a national bank from violating state law).

# See 263 11.8. at 661 (holding that “the nature of the remedy to be employed” by a state
official to enforce a valid state law against a national bank “is a question for state
determination”) (emphasis added). Except as provided in § 484(b), state officials may not
examine or take administrative enforcement measures {e.g., cease-and-desist actions) against
national banks. Long, 630 F.2d at 987-89; Burke, 48 F. Supp. 2d at 143-50. Similarly, under 12
U.S.C. § 36(£)}(1}B), state officials may not examine or institute administrative enforcement
proceedings against out-of-state branches of national banks. See 140 Cong. Rec. S 12786 (daily
ed. Sept. 13, 1994) (colloquy between Sen. D’ Amato and Sen. Riegle regarding § 36(£)(1)B)).
However, as made clear in St. Louis and the subsequent cases cited supra note 67, §§ 484 and
36(f) do not hinder the ability of state officials to obtain judicial remedies to enforce state laws
against national banks.
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the OCC a certificate of authority to carry on the “business of banking,” pursuant to id. §§ 24 &
27, and (111} must become a member of the Federal Reserve System {“FRS”), pursuant to id. §
282. Operating subsidiaries do not qualify as “national banks” under §§ 221 and 221a(a),
because they are chartered as nonbank corporations under state law, they do not receive
certificates of authority to conduct the “business of banking” from the OCC, and they cannot
become members of the FRS. Accordingly, operating subsidiaries cannot be treated as “national
banks” for purposes of § 484 and are not entitled to any immunity from state oversight provided
by § 484.

The foregoing analysis is supported by § 221a(b), which defines “affiliate” to include
“any corporation” that controls or is controlled by a national bank. Under the OCC’s regulations,
an operating subsidiary must be controlled by its parent national bank (see supra note 8). An
operating subsidiary, therefore, is always an “affiliate” of the parent bank under § 221a(b). As
confirmed by the legislative history of Section 221a and a related statute (12 U.S.C. § 52), an
“affiliate” is a separate and distinct legal entity and cannot be treated as part of its parent bank.*®

Congress’ recognition of the separate legal status of “affiliates” is confirmed by 12 U.S.C.

§ 481. Under § 481, the OCC may examine “affiliates” of a national bank “as shall be necessary

% The definition of “affiliate” in § 22 1a(b} was enacted in 1933. See Act of June 16,
1933, c. 89, § 2, 48 Stat. 162 {codified as amended at 12 U.S.C. § 221a(b)). An important goal
of the 1933 legislation (popularly known as the “Glass-Steagall Act”) was “[t]o separate as far as
possible national and [state] member banks from affiliates of all kinds.” S. Rep. No. 73-77, at 10
{1933). To achieve this goal of separating national banks from their affiliates, the 1933
legislation included a provision — presently codified at 12 U.S.C. § 52 — which prohibits every
national bank from (i) issuing stock certificates that purport to represent an ownership interest in
any other corporation (except for a member bank or a corporation holding the national bank’s
premises), or (i1} conditioning the transfer of the national bank’s stock on the transfer of the stock
of any other corporation (with the same exceptions). See Act of June 16, 1933, § 18, 48 Stat. 186
{codified at 12 U.S.C. § 52); see also S. Rep. No. 73-77, at 9-10, 16.
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to disclose fully the relations between such bank and such affiliates and the effect of such
relations on the affairs of such bank.” In contrast to § 481, Congress did not include the term
“affiliates” in § 484. The only reasonable conclusion is that § 484’s limitation on visitorial
powers applies only to “national banks” and does nof extend to their “affiliates” (including their
operating subsidiaries). Unlike § 484, Congress did not insert in § 481 any restriction on the
authority of state officials to exercise visitorial powers over “affiliates” of national banks. Again,
the only reasonable conclusion is that § 481 does not restrict the authority of states to regulate
“affiliates.” Read together, §§ 481 and 484 clearly show that Congress has not preempted the
authority of state officials to supervise operating subsidiaries of national banks.

Congress enacted 12 U.S.C. §§ 371c & 371c-1 to regulate transactions between national
banks and their “affiliates.” Both sections specifically exempt operating subsidiaries from being
treated as “affiliates” of their parent banks, unless the FRB decides to cancel that exemption in a
particular case. Id. §§ 371c(b)}2)(A) & 371c-1(d)}1). There would be no reason for Congress to
include this specific exemption for operating subsidiaries in §§ 371c and 371c-1, unless Congress
understood that operating subsidiaries are generally treated as “affiliates” of their parent banks
under § 221a(b). The OCC’s claim that operating subsidiaries can be freated as “incorporated
departments of the bank itsel{””" must be rejected, because the OCC’s position (i) obliterates the
careful distinction that Congress has drawn between national banks and their “affiliates™ in

§ 221a, and (i1) reduces the special exemption for operating subsidiaries in §§ 371c and 371¢-1 to

" See Chicago v. Environmental Defense Fund, 511 U.S. 328, 338 (1994) (holding that
“it is generally presumed that Congress acts intentionally and purposely when it includes
particular language in one section of a statue but omits it in another™) {internal quotation marks
and citation omitted).

1 OCC Docket 04-03, supra note 10, at 1900.
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the status of “meaningless . . . surplusage.”™

The OCC’s claim of “exclusive visitorial authority™ over operating subsidiaries also runs
afoul of Minnesota v. Fleet Mortgage Corp., 181 F. Supp. 2d 995 (D. Minn. 2001). In that case,
the court rejected the OCC’s claim of “exclusive jurisdiction” over an operating subsidiary of a
national bank. The court determined that the operating subsidiary, which was engaged in
mortgage lending, was not “itself a bank” for purposes of § 133(a) of GLBA.” Based on that
determination, the court held that (i) the OCC did not have “exclusive jurisdiction” to enforce
laws applicable to the operating subsidiary, and (i) the operating subsidiary was subject to the
shared enforcement jurisdiction of the Federal Trade Commission (“FI'C"} and state officials

under the FTC’s Telemarketing Sales Rule.™

™ Indep. Ins. Agents of America, Inc. v. Hawke, 211 F.3d 638, 643-44 (D.C. Cir. 2000).
See also Board of Governors v. Investment Co. Institute, 450 U.S. 46 (1981) (“FRB v. ICI’), at
58-59 n.24 (finding that the “structure of the Glass-Steagall Act . . . reveals a congressional intent
to treat banks separately from their affiliates,” and rejecting a proposed interpretation of that Act
which would cause one of its sections, dealing with “affiliates,” to become “meaningless”);
American Textile Mfrs. Institute, Inc. v. Donovan, 452 U.S. 490, 513 (1981} (rejecting a proposed
interpretation that would make one provision of a statute “nugatory, thereby offending the well-
settled rule that all parts of a statute, if possible, are to be given effect”).

” GLBA § 133(a), 113 Stat. 1383 (reprinted in 15 U.S.C.A. § 41 note). Section 133(a)
of GLBA provides that the FTC has authority to enforce provisions of the FTC Act with respect
to any “person” that controls, is controlled by or is under common control with a bank or savings
association, as long as that “person . . . is not itself a bank or savings association.” Id. Congress
determined that § 133(a) was needed to clarify the FTC’s enforcement authority with respect to
affiliates of banks and savings associations, because the FTC Act exempts “banks”™ and “savings
associations” from the FTC’s jurisdiction. See 15 U.S.C. § 45(a}(2); see also H.R. Rep. No. 106-
74, at 137 (1999); H.R. Rep. No. 106-434, at 161-62 (1999) (Conft. Rep.), reprinted in 1999 U.S.
Code Cong. & Ad. News 245, 256-57.

™ See 181 F. Supp. 2d at 997-1001. In rejecting the OCC’s claim of “exclusive
jurisdiction,” the court declared:

The OCC’s insistence that it must have exclusive jurisdiction over [operating]
subsidiaries in order to avoid having its authority “restricted” is not persuasive.
... Congress simply chose not to provide exclusivity to the OCC in the GLBA.
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The court in Fleet Morigage concluded that § 133(a) of GLBA — which incorporates the
definition of “bank” under 12 U.S.C. § 1813 — is “unambiguous” and “simply does not include
subsidiaries of banks.”” The court also determined that an operating subsidiary “fits precisely
into the category of entities described in the language of § 133 as an entity controlled by a bank
that is not itself a bank according to the prescribed definition.””® The definitions of “bank” and
“affiliate” in § 1813, which the court construed in Fleet Mortgage, are substantially identical to
the definitions of the same terms in 12 U.S.C. §§ 221 & 221a.”" Thus, the decision in Fleet
Mortgage squarely contradicts the OCC’s argument that operating subsidiaries can be treated as
“national banks” for purposes of § 4847

2. Sections 24(Seventh) and 24a Do Not Preempt the Authority of States to
Regulate Operating Subsidiaries of National Banks

There is no direct authority establishing exclusive jurisdiction over national bank
operating subsidiaries, and . . . there is no compelling reason to believe that
[allowing the FTC and the states to exercise] concurrent jurisdiction would
“produce a result demonstrably at odds with the intentions of [Congress]".

Id. at 1001-02 (emphasis added; citations and footnotes omitted).

 1d. at 1000.

¢ 1d. (emphasis added).

7 Compare 12 U.S.C. §§ 1813(a)(1)(A) (defining “bank”) & 1813(w)6) (incorporating
the detinition of “affiliate” from id. § 1841(k}), with id. §§ 221 & 221a(a) & (b).

* In contrast to Fleet Mortgage, a federal district court in California has deferred to the
OCC’s position in two recent decisions holding that state officials cannot regulate state-chartered
operating subsidiaries of national banks. National City Bank v. Boutris, 2003 WL 21536818
(E.D. Cal., July 2, 2003) (Burrell, 1.}, Wells Fargo v. Boutris, 265 F. Supp.2d 1162, 1165-70
(E.D. Cal. 2003) {Burrell, J.). However, the California court did not consider the clear
distinction that Sections 221, 221a, 371¢, 371c-1, and 481 draw between “national banks” and
their “affiliates” (including operating subsidiaries). In addition, the court did not mention the
Fleet Mortgage decision. Finally, the court did not consider the drastic impact that the OCC’s
position would likely have in undermining the traditional authority of the states to regulate state-
chartered corporations and state-licensed providers of financial services. For all these reasons, I
believe that the California court clearly erred in deferring to the OCC’s claim of “exclusive
visitorial powers” over operating subsidiaries.
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The OCC has asserted that 12 U.S.C. §§ Section 24(Seventh) and 24a support its claim of
exclusive supervisory authority over operating subsidiaries of national banks.” However, those
statutes do not express any congressional purpose to bar the states from regulating operating
subsidiaries of national banks. Under § 24(Seventh), a “national banking association” has
authority “[tJo exercise . . . all such incidental powers as shall be necessary to carry on the
business of banking.” Like § 484(a), § 24(Seventh) refers only to “national banking
associations” and does not grant any explicit authority or immunity to “affiliates.”™ Section
24(Seventh) may allow national banks to establish operating subsidiaries, but it contains no
language preempting the authority of states to regulate such entities.

The fourth sentence of the first proviso of § 24(Seventh) declares: “Except as hereinafter
provided or otherwise permitted by law, nothing herein contained shall authorize the purchase by
the [national bank] for its own account of any shares of stock of any corporation” (emphasis
added). Thus, national banks do rot have power under § 24(Seventh) to make investments in
subsidiaries in violation of applicable “law” — a term whose plain meaning encompasses state
law — unless the bank can point to a specific, overriding grant of authority under a federal

statute.! Unlike other types of subsidiaries, operating subsidiaries do not derive their authority

7 See OCC Interpretive Letter No. 957, Jan. 27, 2003, from Julie L. Williams, First
Senior Deputy Comptroller and Chief Counsel [hereinafter “OCC IL 9577, at 6.

¥ See FRBv. ICI, 450 U.S. at 58 1.24 (observing that § 24(Seventh) “by its terms applies
only to banks,” while “[o]rganizations affiliated with banks . . . are dealt with by other sections of
the [Glass-Steagall] Act™).

1 See Video Trax, 33 T. Supp. 2d at 1047-49, 1058 (holding that 12 U.8.C. § 24 does not
preempt state laws from applying to national banks, unless those laws conflict with a specific
provision of federal law); Best, 739 P.2d at 560-61 (same}; Perdue, 702 P.2d at 520-23 (same).
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from any specific statutory grant.** Accordingly, the first proviso of § 24(Seventh) indicates a
congressional understanding that operating subsidiaries must generally comply with applicable
state laws.

Under established canons of statutory construction, § 24(Seventh)’s general grant of
“incidental powers” to national banks must be construed in a manner that is consistent with
Sections 221, 221a, 371¢c, 371c-1, and 481, which specifically deal with “affiliates.”® As shown
above in Part C(1), those statutes demonstrate that Congress has not preempted the authority of
state officials to regulate operating subsidiaries of national banks.

The OCC has also cited Section 121 of GLBA, codified at 12 U.S.C. § 24a, to support its
claim of “exclusive visitorial authority” over operating subsidiaries of national banks. See OCC
1L 957, at 6. Section 24a permits national banks to establish “financial subsidiaries,” which may
engage in certain activities (e.g., securities underwriting and dealing) that are not lawful for their
parent banks. Subsections (a)-(f) of Section 24a also requires national banks to satisfy several
conditions (including capital requirements, managerial ratings and community reinvestment

standards) in order to establish and maintain “financial subsidiaries.”

¥ The second, fourth and fifth provisos of § 24(Seventh) authorize national banks to
invest in subsidiaries that (i} engage in the “safe-deposit business,” (i1} provide agricultural
credit, and (ii1) operate as “banker’s banks.” Under 12 U.S.C. §§ 1861-67, national banks and
FDIC-insured state banks may establish subsidiaries that operate as “bank service companies.”
In contrast, operating subsidiaries of national banks do nor derive their authority from any
specific congressional grant of power. Under the OCC’s regulations, the term “operating
subsidiary™ is defined so that it does nof include “a subsidiary in which the bank’s investment is
made pursuant to specific authorization in a statute.” 12 C.F.R. § 5.34(e}2)(i).

¥ See Hawke, 211 F.3d at 643-45 (holding that the general grant of “incidental powers”
under § 24(Seventh) must be construed in harmony with the specific limitations on insurance
powers of national banks under 12 U.S.C. § 92); American Land Title Ass'n v. Clarke, 968 F.2d
150, 157 (2d Cir. 1992) (same), cert. denied, 508 U.S. 971 (1993).
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Section 24a(g)(3) provides that the term “financial subsidiary” does rof include a
subsidiary that “engages solely in activities that national banks are permitted to engage in directly
and are conducted subject to the same terms and conditions that govemn the conduct of such
activities by national banks.” Thus, Section 24a(g}(3) simply exempts operating subsidiaries
from having to comply with the federal statutory requirements imposed on financial subsidiaries
under Section 24a(a)-(f). Section 24a(g)(3) is nof a power-granting provision, and it does not
reveal any congressional purpose to bar the states from regulating operating subsidiaries.

The Senate committee report on GLBA expressly disclaimed any intent to expand the
powers of operating subsidiaries of national banks, because it declared: “Nothing in this
legislation is intended to affect any authority of national banks to engage in bank permissible
activities through subsidiary corporations.” S. Rep. No. 106-44, at § (1999). In fact, Congress
understood that Section 24a would restrict — not expand — the OCC’s authority to define the
powers of operating subsidiaries. The conference report on GLBA instructed the OCC to rescind
a prior regulation, which allowed operating subsidiaries to conduct activities that were nof lawful
for their parent national banks. See II.R. Rep. No. 106-434, at 160 (1999} (Conf. Rep.),
reprinted in 1999 U.S. Code Cong. & Ad. News 245, 255 (stating that Section 24a would
“supercede and replace the OCC’s Part 5 regulations on operating subsidiaries™). The OCC
responded to GLBA by rescinding its prior rule and by amending 12 C.F.R. § 5.34(e) to provide
that operating subsidiaries may conduct only those activities that are permissible for their parent
national banks. See 65 Fed. Reg. 3157, 3160 (Jan. 20, 2000} (proposed rule); id. at 12905, 12911
(Mar. 10, 2000} (final rule). It is completely illogical for the OCC to assert that Section 24a —a

statute intended to restrict the OCC’s authority over operating subsidiaries — can somehow be



260

construed as a grant of additional preemptive power to the OCC.

D. The OCC’s Rules Pose a Serious Threat to the Viability of the Dual Banking System
In my forthcoming article, I describe the benefits that the dual banking system has
conferred upon our economy and consumers. As discussed in my article, federal legislation has

allowed significant room for diversity and rivalry between the national and state banking
systems. At the same time, however, Congress has repeatedly acted to preserve an effective
balance between the two systems. This interplay between competition and parity reflects a
deliberate congressional purpose (1) to allow state laws to apply to national banks — through
either express statutory incorporation or congressional silence — in many areas of the banking
business,* and (2) to prevent competitive factors from becoming so “lopsided” in favor of one
system that the other system is unable to make adjustments in order to reestablish a competitive
equilibrium.*

Based on this history, the Supreme Court has identified a congressional “policy of
equalization,” which 1s designed to maintain a basic parity of competitive opportunities between
national and state banks® In a 1964 district court decision that was later affirmed by the
Supreme Court, the district court discussed the reasons influencing Congress’ decision to follow
a policy of maintaining “competitive equality in at least the most important areas of competition”

between national and state banks:

# Kenneth E. Scott, The Dual Banking System: A Model of Competition in Regulation,
30 STAN. L. REV. 1, 15-18, 37, 39-40 (1977).

# WILLIAM J. BROWN, THE DUAL BANKING SYSTEM 58 (1968). For my analysis of the
many actions taken by Congress since 1910 to preserve a competitive balance within the dual
banking system, see Wilmarth, OCC Preemption Rules, supra note 2, Part I1l.B.1.

3 First National Bank of Logan v. Walker Bank & Trust Co., 385 U.8. 252, 261 (1966);
Lewis, 292 U.S. at 564-66; see also Atherton, 519 U.8. at 222-23.
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[I]n order for the “dual banking system” of the United States, consisting of state
chartered banks and national banks . . . to continue to fimction as such, there must
be a competitive equality in at least the most important areas of competition
between the two systems. If such were not the case, one or the other of the two
types of banks, the one with the competitive weight against it, would substantially
be driven out of existence, either through failures or conversions to the other class
of banking.

Congress has recognized this need for competitive equality in a manner
that protects the state banks and national banks at the same time. In many
important areas of the National Bank Act, Congress has incorporated state law as
the standard for national banks.*’

In 1964, Senator A. Willis Robertson, then chairman of the Senate Committee on Banking and
Commerce, explained that Congress was determined to preserve a “strong and vigorous” dual
banking system by (1) maintaining an equality in branching privileges between national and state
banks, and (ii) preventing “any wide discrepancies” in the other “powers and limitations™ of
national and state banks related to “investments, trust powers, and the like.”*

At the same time, Senator Robertson pointed out that the dual banking system (1) does
not provide “identical” powers to national and state banks, and (2) permits “diversity and
experimentation” within a balanced framework ensuring that “both parts of the system are strong

and effective.”™ In this way, the dual banking system has permitted states 1o act as “laboratories™

in experimenting with new banking products, structures and supervisory approaches, and

¥ Commercial Security Bank v. Saxon, 236 F. Supp. 457, 460 (D.D.C. 1964), aff’d sub
nom. First National Bank of Logan v. Walker Bank & Trust Co., 385 U.S. 252 (1966).

¥ Speech by A. Willis Robertson at the 62nd Annual Convention of the Nat’l Ass’n of
Supervisors of State Banks, reprinted in Financial Institutions Supervisory Act of 1966: Hearings
on S. 3158 before a Subcomm. of the Senate Comm. on Banking & Currency, 89th Cong. 2d
Sess. {1966) [hereinafter 1966 Senate Hearings], at 33, 36. See also Speech on June 6, 1967, by
FDIC Chairman K.A. Randall before the Texas Bankers Association, quoted in BROWN, supra
note 85, at 58 (stating that the congressional policy of “competitive equality. . . can be a
constructive means whereby a healthy and dynamic banking system can be fostered”).

* Speech by Sen. Robertson, reprinted in 1966 Senate Hearings, supra note 88, at 36-37.
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Congress has subsequently incorporated many of the states’ successful experiments into federal
legislation. Examples of state innovations that were adopted by Congress include: checking
accounts, bank branches, real estate loans, trust services, NOW accounts, reserve requirements,
deposit insurance, adjustable-rate mortgages, automated teller machines, bank sales of insurance
products, interstate electronic funds transfer systems, interstate bank holding companies, and
supervisory agreements that promote cooperative oversight of multistate banking organizations
by state and federal regulators.”®

Supporters of the dual banking system argue that this record of innovation has resulted
from a beneficial competition between federal and state regulators. For example, during the
1980s and early 1990s, state initiatives allowing state banks to offer securities and insurance
products encouraged federal regulators to take similar actions. These state and federal
regulatory reforms helped persuade Congress to enact GLBA, which removed legal barriers
separating the banking industry from the securities and insurance businesses.”’

In 1984, the Presidential Task Group on Regulation of Financial Services praised the dual
banking system as “one of the finest examples of cooperative federalism in the nation’s history.”

Based on the system’s role in encouraging indusiry innovation and flexible supervision, the

0 See Arthur E. Wilmarth, Jr., The Expansion of State Bank Powers, the Federal
Response, and the Case for Preserving the Dual Banking System, 58 FORDHAM L. REV. 1133,
1155-57 {1990} [hereinafter “Wilmarth, Dual Banking System”]; Wilmarth, OCC Preemption
Rules, supra note 2, Part TIL.B.2.; Gavin Gee, “Why the State Charter?”, remarks delivered at the
CSBS State Banking Summit and Leadership Conf., Nov. 6, 2003 [hereinafter Gee Remarks],
available atf www.csbs.org/events/legreg/links/Gavin-Gee.pdf;, Christopher Rhoads, State
Charters Said to Be Gaining Popularity, Am. Banker, May 10, 1996, at 6.

! ROBERT E. LITAN, WHAT SHOULD BANKS Do? 50-58 (1987); Wilmarth, Dual Banking
System, supra note 90, at 1161-69, 1177-81; Arthur E. Wilmarth, Jr., The Transformation of the
U.S. Financial Services Industry, 1973-2000: Competition, Consolidation, and Increased Risks
2002 U.ILL. L. REV. 215 [hereinafter Wilmarth, Transformation], at 219-23, 318-20.
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report stressed the importance of preserving a “balance of state and federal regulatory
participation” as a core policy for financial regulation:

Through the years, the existence of this “dual” federal and state system has
provided a safety valve against out-dated or inflexible regulatory controls being
imposed by either federal or state authorities. Acting as laboratories for change,
the states have frequently developed new forms of financial services, which then
spread nationally through federal action. . . .

There is agreement within the Administration, with no appreciable dissent
elsewhere, that the dual banking system and other elements of checks and
balances in the overall system must be maintained. Throughout American history
no single government authority has ever been entrusted with regulatory authority
over all American banks. Such an unprecedented concentration of regulatory
power in the hands, ultimately, of a single individual or board could have a variety
of deleterious effects, including a significant erosion of the dual banking system
and a possible increased risk of unanticipated supervisory problems affecting all
banks.”
In two recent speeches, federal bank regulators echoed the findings of the 1984 Task
Group. In October 2002, Comptroller of the Currency John D. Hawke, Jr. acknowledged that the
dual banking system has been viewed as “a safeguard against the dangers of regulatory hegemony
and abuse — and as an incentive to regulatory responsiveness and efficiency.” In May 2003,
FRB Governor Susan S. Bies praised “the remarkable strength of the dual banking system,” and
she described the benefits that the dual banking system has produced in comparison with the

unitary, consolidated financial systems of other nations:

The diversity and flexibility of our banking system are unique. Bankers can make
charter choices on the basis of their business needs and particular circumstances.

*2 Blueprint for Reform: The Report of the Task Group on Regulation of Financial
Services 43-44, 46 (1984), reprinted in Federal Banking Law Reports {(CCH) No. 150, Nov. 16,
1984 (Part II).

* Speech by Comptroller of the Currency John D. Hawke, Jr. to the People’s Bank of
China on Oct. 14, 2002, at 4, quoted in OCC News Release 2002-80, at 1, available at
WWW.0CC.[reas.gov.
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... Our system provides a rich menu of choices to the marketplace, encouraging
financial institutions to innovate and respond dynamically to the changing needs
of depositors and borrowers. Under the dual banking system states have fostered
innovations that likely would not have occurred as rapidly — if at all — had only
federal regulation existed. The dual banking system also helps to safeguard
against regulatory excesses.

In short, this structure has been critical in producing a banking system that is the
most innovative, responsive, and flexible in the world. U.S. banks have
developed those characteristics to survive in a market economy that is subject to
rapid change and periodic stress. Qur banking system is thus better able to
finance growth and serve customer needs and has demonstrated its ability to
rebound from crises that have, from time to time, devastated more rigid [foreign]
systems.”

My own research supports Governor Bies’ conclusions. In previous articles, 1 have
presented evidence showing that the dual banking system has fostered a decentralized,
competitive and innovative banking system composed of large multistate banking organizations,
midsized regional organizations and thousands of community banks. In contrast to the highly
concentrated banking systems of Canada, Furope and the United Kingdom, the diverse U.S.
banking industry has provided demonstrably better services at lower cost to consumers and small
businesses. Moreover, U.S. banks have been world leaders in creating innovative financial
products and have consistently outperformed their British, Canadian and European rivals. In my

view, the unique regulatory structure created by the dual banking system has been an important

factor behind the superior performance of the U.S. banking industry in both domestic and global

* Speech by FRB Governor Susan S. Bies before the Conference of State Bank
Supervisors, May 30, 2003, at 1, available at www.federalreserve.gov. See also Richard M.
Whiting, The New ‘Tri-Partite’ Banking System, 17 BANKING PoLIcY REP. No. 7, April 6, 1998,
at 1, 13 (stating that “the dual banking system has allowed the flourishing of the safest and most
stable of all banking systems in the world” and “has encouraged excellence in regulation™).
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financial markets.”®

The OCC’s preemption and visitorial powers rules present a very significant threat to the
competitive equilibrium that currently exists in the dual banking system. In his speech of
February 12, 2002, Comptroller Hawke declared that “[t]he ability of national banks to conduct a
multistate business subject to a single uniform set of federal laws, under the supervision of a
single regulator, free from visitorial powers of various state authorities, is a major advantage of

the national charter.”®

In a newspaper article published in early 2002, Mr. Hawke’s views on
preemption were described as follows:
[Mr. Hawke] doesn’t apologize for using the OCC’s power to override state and
local laws designed to protect consumers. Enjoying this aid provides an incentive
for banks to sign up with the OCC, he says. ‘It is one of the advantages of a
national charter, and I'm not the least bit ashamed to promote it.””’

Mr. Hawke’s speech and the foregoing newspaper account indicate that the OCC has decided to

use preemption by agency fiat as a competitive weapon against the state banking system.

** See Wilmarth, Dual Banking System, supra note 90, at 1153-59, 1177-81; Arthur E.
Wilmarth, Jr., Too Big to Fail, Too Few to Serve? The Potential Risks of Nationwide Banks, 77
lowa L. REV. 957,967-77, 1015-24, 1038-48, 1051-66, 1071-72 (1992); Wilmarth,
Transformation, supra note 91, at 250-72, 293-300, 440-44.

* Comptroller Hawke Speech of Feb. 12, 2002, supra note 38, at 4.

%7 Jess Bravin & Paul Beckett, Friendly Watchdog: Federal Regulator Often Helps Banks
Fighting Consumers, Wall St. J, Jan. 28, 2002, at Al (quoting Mr. Hawke in part). Banking
industry commentators agree that preemption is the most significant incentive currently offered
by the OCC to induce banks to choose a national bank charter. As a prominent attorney in
Washington, D.C. recently stated, “The main reason for a national charter right now is
preemption, because the [annual] assessments are greater for national banks . . . . Why would you
want a national charter but for the preemption authority?” Todd Davenport, Why the OCC May
Tread Lightly on Georgia Law, Am. Banker, April 9, 2003, at 1(quoting Ronald Glancz). See
also Douglas Cantor, OCC Preempts in Ga. — and Details Policy, Am. Banker, Aug. 1, 2003, at 1
(quoting another prominent Washington attorney, Gilbert Schwartz, who suggested that the
OCC’s proposed preemption rules were designed to “enhanc[e] the value of the [national bank]
franchise tremendously to retain national banks who may be thinking of shifting to state charters”
because of “cost advantages” enjoyed by state banks).
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Many of the largest national banks have applanded the OCC’s preemption rules, and the
QCC’s preemption efforts are widely viewed by commentators as serving the interests of big,
multistate national banks.”® The OCC has a strong incentive to persuade major banks to retain or
convert to national charters, because (i} the OCC’s budget is almost entirely funded by fees paid
by national banks, and (i) the biggest national banks pay the largest proportionate fees to the
QOCC.” By establishing a regime of de facto field preemption for national banks, the OCC is
clearly encouraging large, multistate banks to select national charters for the purpose of avoiding
the application of state laws, except for helpfid state laws that promote the ability of national
banks to conduct business.

By providing national banks with a blanket immunity from state regulation, the OCC’s
preemption rules violate the congressional policy of maintaining a competitive balance in the
dual banking system. As the Third Circuit noted in Long, each decision preempting the
application of state laws to national banks creates an incentive for state banks to convert to

national charters, thereby weakening the state banking system. Accordingly, in situations where

* See Todd Davenport, Are States, OCC Near a Preemption Showdown?, Am. Banker,
Nov. 5, 2003, at 1 (reporting that “[t]o nobody’s surprise, large national banking companies such
as Bank of America, Wells Fargo & Co., Wachovia Corp., Bank One Corp., and National City
Corp. wrote long comment letters” in support of the OCC’s preemption proposals); Jathon
Sapsford, Comptroller Warns States Not to Meddle with National Banks, Wall St. J., Aug. 1,
2003, at C1 (stating that the OCC’s preemption efforts “will be welcomed by nationally chartered
banks regulated by the OCC, which include big banks like Wells Fargo & Co., Bank of America
Corp. and Citigroup Inc.’s Citibank™}).

? In 2002, annual fee assessments and fees for corporaie applications paid by national
banks funded nearly 97% of the OCC’s annual budget of $413 million. See Speech by
Comptroller Hawke on Oct. 14, 2002, supra note 93, at 6. In the same year, Bank of America,
paid an annual fee assessment of $40 million, thereby covering about one-tenth of the OCC’s
annual budget. See Bravin & Beckett, supra note 97. National banks pay assessments to the
OCC based on their asset size. The highest marginal assessment rate is currently paid by national
banks with assets of more than $40 billion. See 12 C.F.R. § 8.2(a).
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Congress has not established an explicit standard to govern the business conducted by national

banks, the Third Circuit held that
... it is reasonable to assume that Congress preferred to give the states an
opportunity to develop local solutions for local problems, at least in the
first instance. Moreover, if state chartered institutions were alone [left
subject to state law, as a result of preemption], they would be encouraged
to circumvent state law by applying for national bank charters, a
development not particularly desired by Congress."”

Similarly, in Commercial Security Bank, the district court pointed out that the dual banking

system depends on the maintenance of a competitive balance between national and state banks,

because a significant advantage gained by either system would lead to large-scale charter

conversions by banks belonging io the other system.!"!

As of mid-2003, nearly half of the 100 largest U.S. banks held state charters, as did a
majority of U.S. banks with interstate branches.!” The OCC’s preemption rules provide strong
incentives for these multistate, state-chartered banks to convert to national charters so that they
can match the ability of multistate national banks to operate without regard fo restrictive state
laws. Within a decade or less, the OCC’s rules are likely to induce most of the larger state-
chartered banks with interstate branches to migrate to the national banking system.

If the OCC’s rules are successful in reducing the state banking system to a group of

smaller, community-oriented banks, it would become very difficult for state banking departments

to attract and retain highly-qualified supervisory personnel, and to finance the administrative

1% [ong, 630 F.2d at 987.

W01 See Commercial Security Bank, 236 F. Supp. at 460.

1% See Gee Remarks, supra nate 90, at 4 (reporting that, as of June 30, 2003, 44 of the
nation’s largest 100 banks, and 56% of all U.S. banks with interstate branches, held state
charters).
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costs of bank oversight. In addition, the U.S. banking system would no longer have any
meaningful duality if most large banks hold national charters and most small banks hold state
charters. In such a system, the hypothetical ability of a large bank to convert from a national
charter to a state charter would no longer provide a strong incentive for the OCC to maintain
flexible, innovative or cost-effective policies. The state system, even it could survive under such
circumstances, would no longer function as a significant laboratory for innovation by larger
banks. Thus, most of the current benefits of the dual banking system are likely to be destroyed
by the OCC’s new preemption regime.

The foregoing assumptions regarding the likely outcome of the OCC’s rules are supported
by the comparative experiences of the banking and thrift industries over the past three decades.
At the end of 1975, state-chartered banks and state~chartered savings associations each held
about forty percent of the assets of their respective industry. At the same time, state-chartered
banks held about two-thirds of all commercial bank charters and state-chartered savings
associations held about half of all thrift charters.'” By mid-2003, state~chartered banks had
maintained {and, perhaps, even slightly improved} their position, as they held almost three-
quarters of all commercial bank charters and forty-four percent of total banking assets.!™ In
contrast, by mid-2003, state-chartered savings associations held only thirteen percent of all

savings association charters and less than three percent of all deposits held by savings

1% See Scott, supra note 84, at 3 m.11-13, 4 nn.15-16.

™ See Gee Remarks, supra note 90, at 3. Of the 445 new banks that were organized
between January 1, 2000 and June 30, 2003, 345 (or 78%) were chartered as state banks. Id. at 4.
See also Fed. Deposit Ins. Corp., Summary of Deposits, National Totals by Charter Class as of
June 30, 2003, available at www tdic.gov/sod/sodSumReport.asp?barltem=3 &slnfo [hereinafter
“FDIC Summary of Deposits™] (showing that, as of June 30, 2003, 2,048 national banks held
$2.3 trillion of deposits, while 5,783 state banks held $1.95 trillion of deposits).
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associations.!”

‘What accounts for the drastic shrinkage of the state-chartered thrift industry during 1975-
2003, compared with the successful performance of the state-chartered banking system during the
same period? In my view, the most likely reason for the disintegration of the state-chartered
thrift system is the aggressive preemption campaign that the FHLBB began in the late 1970’s,
and that the OTS continued after assuming the FHLBB’s functions in 1989.)% As noted above,
the OTS’ current regulations declare that the OTS “occupies the field” with regard to the lending,
deposit-taking and other “operations” of federal savings associations.'”” Commentators have
concluded that the OTS” grant of unrestricted nationwide branching powers and the OTS’
aggressive preemption of state laws have given federal savings associations major advantages

over other FDIC-insured depository institutions.'®

103

See FDIC Summary of Deposits, supra note 104 (showing that, as of June 30, 2003,
798 federal savings associations held $597 billion of deposits, while 122 state savings
associations held only $18 billion of deposits).

1% Some observers might point to the thrift debacle that occurred in 1980-94. However,
as explained in my forthcoming article, statistics for thrift failures during that period do not
indicate any strong linkage between the thrift disaster and the drastic decline in the relative
position of state-chartered savings associations compared to federally-chartered thrifts. Statistics
show that federally-chartered savings associations experienced a mortality rate that was roughly
in proportion to their share of the thrift industry’s total charters and assets at the end of 1975.

It might also be noted that the OTS gained a degree of supervisory authority over state
savings associations in 1989. However, it is difficult to identify any dramatic change in
regulatory structure that would account for the disappearance of most state savings associations
after 1989, especially in comparison with the continued survival of state banks that are also
subject to dual state and federal oversight. See Wilmarth, OCC Preemption Rules, supra note 2,
Part IIL.C.2.

7 See supra note 9 (citing 12 C.F.R. §§ 557.11, 560.2 & 545.2).

% See, e.g., Ira L. Tannenbaum, Federal Thrift Charter Popularity Continues, 18
Banking Policy Rep. No. 3, Feb. 1, 1999, at 1; Gregory J. Lyons, 4 Low-Profile Charter That
Offers More Bang for the Buck, Am. Banker, Nov. 12, 2003, at 17A.
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In September 2003, J.P. Morgan Chase, the largest state-chartered bank in the nation,
announced that it was applying to the OTS for permission to establish a new federal savings
bank. The proposed institution would operate more than 300 of Chase’s consumer credit offices
located outside of Chase’s home market in the New York metropolitan area. Chase explained
that its new federal savings bank would be able to operate under “a single national standard and
have greater flexibility in opening branches in select markets across the country.””

As described above, the OCC’s preemption rules provide national banks with the same
broad immunity from state laws that federal savings associations currently enjoy under the OTS’
regulations. Chase’s proposal to move its national consumer lending business into a federal thrift

P10 _ indicates

charter — which one critic described as “purely a legal move to preempt state laws
that the OCC’s preemption rules are likely to persuade most of the largest state-chartered banks
to convert to national charters.
E. The QOCC’s Rules Significantly Interfere with the Ability of State Officials to
Protect Consumers from Unlawful, Fraudulent and Abusive Practices
Committed by Providers of Financial Services
In addition to undermining the dual banking system, the OCC’s preemption and visitorial
powers rules greatly impair the states’ ability to protect consumers against illegal, fraudulent and
unconscionable practices in the financial services marketplace. The OCC has stated that “we

have no reason to believe that such practices are occurring in the national banking system to any

significant degree.”"! However, state officials and consumer representatives have challenged

' Liz Moyer, Chase Secks FSB Charter, Hints at New Markets, Am. Banker, Sept. 11,
2003, at 1 (quoting statement issued by a Chase representative).

1% 1d. (quoting Matthew ILee, executive director of Inner City Press/ Community on the
Move).

1 OCC Docket 04-04, supra note 3, at 1914,
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that conclusion and have cited numerous allegations of predatory and unfair lending practices
filed against national banks and their affiliates."” The states have also acted vigorously and
effectively in combating predatory lending abuses. For example, the states have played leading
roles in investigating lending violations and obtaining settlements totaling nearly $850 million
from Providian National Bank, First Alliance and Household International.'"* During 2003, state
bank supervisory agencies performed more than 20,000 investigations in response to consumer
complaints about abusive lending practices, and those investigations produced more than 4,000
enforcement actions.'™*

Similarly, state officials have been the leaders in combating fraud and other serious

misconduct in the securities and mutual fund industries. New York Attorney General Eliot

" See, e.g., Testimony of Diana L. Taylor, N.Y. Superintendent of Banks, before the
Subcomm. on Oversight and Investigations of the Financial Services Comm., U.S. House of
Representatives, Jan. 28, 2004, at 13-18; Comments of the National Consumer Law Center et al,,
filed in OCC Docket 03-16, supra note 3, Qct. 6, 2003, Part 2, available at
www.ncle.org/initiatives [hereinafter “NCLC Comments™].

" See U.S. Gen. Acci’g Off., Consumer Proiection: Federal and State Agencies Face
Challenges in Combating Predatory Lending, Jan. 2004, GAO-04-280, available at
Www.gao.gov, at 62-63, 106-07 (app. I) (describing state enforcement efforts); Paul Beckett,
First Alliance Agrees To Large Settlement on Predatory Loans, Wall St. J., Mar. 22, 2002, at A6;
Paul Beckelt & Joseph T. Hallinan, Household May Pay $500 Million Over ‘Predatory’ Loan
Practices, Wall St. J., Oct. 11, 2002, at A1; Nicholas Kulish, Providian to Pay at Least $§300
Million To Settle Allegations on Card Operations, Wall St. J., June 29, 2000, at B12. A former
senior executive in the credit card industry stated that “[a] California state prosecutor, acting like
Eliot Spitzer opposite the SEC, embarrassed the OCC into taking action against Providian
[National] Bank for telemarketing and pricing practices that bordered on the criminal. Fora
decade Providian had been well known in the [credit] card industry as the poster child of abusive
consumer practices, but apparently not to the OCC.” Viewpoints: Comptroller Has Duty to
Clean Up Card Pricing Mess, Am. Banker, Nov. 21, 2003, at 17 {letter to the editor from
Duncan A. MacDonald, former general counsel of Citigroup’s European and North American
credit card businesses).

14 See Views and Estimates of the Comm. on Financial Services on Matters to be Set
Forth in the Concurrent Resolution on the Budget for Fiscal Year 2005, 108th Cong., 2d Sess.
(Comm. Print, Feb. 25, 2004) [hereinafter “2004 House Fin. Serv. Comm. Budget Res.”], at 16.
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Spitzer spearheaded the investigation and joined with other state officials and the Securities and
Exchange Commission (“SEC™) in obtaining a landmark settlement with ten large Wall Street
investment banking firms, including five firms affiliated with major banks. That agreement
requires the ten firms (i) to adopt broad structural reforms to eliminate conflicts of interest that
caused their research analysts to issue biased and misleading investment advice, and (i1} to pay
$1.4 billion in disgorged profits, penalties and funding to ensure the availability of independent
research to investors.'”S News reports confirmed that it was Attorney General Spitzer — not
federal regulators — who sparked the investigations of conflicts of interest and other abuses
involving research analysts and investment bankers at Wall Street firms."®

Attorney General Spitzer and Massachusetts Secretary of State William Galvin have also
led the investigative and enforcement etforts to stop late trading, market timing and other abusive

practices involving mutual funds.'”” Some of the alleged abuses have involved mutual funds

115 See, e.g., Rachel McTague & Kip Betz, Research Analysts: Federal State Securities
Regulators, NYSE, NASD, Spitzer Finalize Wall Street Settlement, 35 Sec. Reg. & L. Rep. (BNA)
730 (2003} (reporting on settlement agreement entered into by five independent investment
banking firms, as well as firms affiliated with the following five major banks — Citigroup, Credit
Suisse, J.P. Morgan Chase, UBS and U.S. Bancorp).

1% See, e.g., Charles Gasparino, The Stock-Research Pact: How Settlement Train Kept on
Track, Wall St. J., Dec. 23,2002, at C1 (stating that the settlement was “a victory for one
regulator in particular, New York Attorney General Eliot Spitzer,” who “spearheaded” the
investigation); Gretchen Morgenson, dccord Highlights Wall St. Failures, N.Y. Times, Dec. 20,
2002, at C1 (stating that “regulators at the [SEC], the New York Stock Exchange and NASD, all
charged with protecting investors, fell down on their jobs during the stock surge of the late
1990°s,” and “[i]t took Eliot Spitzer . . . to spotlight the issue™).

"7 See, e.g., Kip Betz & Rachel McTague, Crime: Spitzer Brings Criminal Charges, SEC
Sues Over Alleged Late Trading, 35 Sec. Reg. & L. Rep. (BNA} 2108 (2003); Kip Betz &
Martha Kessler, Mutual Funds: N.Y. AG Launches Probe of Fund Industry; Hedge Fund Pays
340M to Resolve Claims, 35 Sec. Reg. & L. Rep. (BNA) 1505 (2003); Martha Kessler, Mutual
Funds: Mass. Regulators Charge Prudential Over Late-Trading Issues, 35 Sec. Reg. & L. Rep.
(BNA) 2100 (2003).
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affiliated with major national banks, including Bank of America, Bank One, Fleet, and
Wachovia. In March 2004, Bank of America and Fleet agreed to pay $675 million to settle
charges of late-trading and market-timing abuses occurring in mutual funds managed by affiliates
of the two banks.!"® In addition, Mr. Spitzer filed criminal charges against three former
executives of a special-purpose national bank that allegedly helped a hedge fund to make illegal
trades in mutual funds. The OCC ordered that bank to liquidate, but only affer the bank’s
misconduct was revealed by Mr. Spitzer’s investigation.'"”

In the mutual fund scandals, as in the Wall Street research debacle, federal regulators
failed to take timely or effective measures to protect consumers from serious abuses, while state

officials performed a vital public service in investigating and exposing shocking misconduct.'

18 See Mutual Funds: BOA, FleetBoston Agree on $675 Million To Resolve SEC, N.Y.
Charges Over Abuses, 36 Sec. Reg. & L. Rep. (BNA) 513 (2004) (reporting on settlements
requiring Bark of America and Fleet to pay a total of $675 in disgorged profits, penalties and fee
reductions).

1% See Todd Davenport, Security Trust, 3 Former Execs Accused of Fraud, Am. Banker,
Nov. 26, 2003, at 3 (reporting that “Mr. Spitzer’s investigation of late trading and market timing
implicated Security Trust and ‘triggered an investigation by the [OCC and other federal]
agencies’™).

% See, e.g., Paula Dwyer, Breach of Trust, Bus. Week, Dec. 15, 2003, at 98 (stating that
Attorney General Spitzer’s investigation of mutual funds “ignited one of the biggest financial
scandals in ULS. history,” while “[t]he SEC put too much trust in mutual funds to do the right
thing”); Tom Lauricella et al., Spitzer Gambit May Alter Fund-Fee Debate: Alliance Capital
Offers Fee Cut As Part of Proposed Settlement, Wall St. J., Dec. 11, 2003, at C1 (stating that
“Mr. Spitzer’s office alone triggered the [mutual fund] investigations in early September. The
SEC has scrambled to catch up™); Mike Maremont & Dieborah Solomon, Missed Chances:
Behind SEC’s Fuailings: Caution, Tight Budget, "90s Exuberance, Wall $t. J., Dec. 24, 2003, at
Al (stating that (i} the SEC “fail[ed] to spot almost every major financial scandal in recent years”
because it was “a timid, poorly managed bureaucracy at a time when the markets it polices and
the frauds it seeks to prevent were increasingly complex,” and (ii} “Mr. Spitzer’s small team has
shown that regulators can do a lot with limited resources, if they deploy them strategically™);
Editorials: Eliot Spitzer, Once Again, Bus. Week, Sept. 15,2003, at 120 (editorial stating
“Hooray for the state AGs . ... Why did [the SEC] leave it to a state AG to oversee the mutual-
fund industry, just as did with Wall Street research? . . . Once again, it is the state AGs who are
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In response to congressional criticism of the SEC’s performance, SEC Chairman William
Donaldson acknowledged that the SEC “cannot be everywhere . . . . We depend on state and
local [law enforcement] authorities to uncover malfeasance that may fly under our radar.””’
Other SEC officials have agreed that state enforcement agencies play an essential role in
complementing the SEC’s efforts to protect consumers from fraudulent and unfair practices
occurring in the financial markets.'

Thus, state enforcement programs have proven to be a highly effective and necessary
supplement to federal efforts to protect consumers from misconduct by providers of financial
services. State regulators and consumer advocates have argued that the OCC lacks the

motivation and administrative resources to enforce consumer protection laws against national

banks and their operating subsidiaries.”” In a recent budget-related resolution, the House

the heroes to individual investors™).

121 Rachel McTague, Enforcement: Donaldson Reinforces Message: State Enforcement
Welcome, With Caveats, 35 Sec. Reg. & L. Rep. (BNA) 1559 (2003) (quoting Chairman
Donaldson’s comment at a congressional hearing).

22 See Richard Hill, Securities Regulation: Conn. Regulator Declares State Oversight of
Industry Trumps Distant Federal Efforts, 35 Sec. Reg. & L. Rep. (BNA) 2103, 2104 (2003)
(quoting statement by Antonia Chion, a senior SEC official, that “states have a complementary
role with the SEC in punishing wrongdoers and preventing future abuses . . . . [C]riminal actions
brought at the state level combined with civil remedies levied by the [SEC] are an effective one-
two punch™); Richard Hill, Corporate Governance. Spitzer Decries CEOs in Ad Saying Their
Language Casts Doubt on Awareness, 36 Sec. Reg. & L. Rep. (BNA) 521, 522 (2004} {reporting
that another senior SEC official, Mark Schonfeld, praised state regulators for their “creative
enforcement methods,” and also said that the SEC has “achieved remarkable success when we’ve
worked together with the states™).

1 See, e.g., N.Y. Att’y Gen. Eliot Spitzer, Whose Side Are They On? The Federal
Government’s Effort to Curtail State Enforcement of Predatory Lending and Other Consumer
Protection Laws, Feb. 24, 2004 (Georgetown Univ. lecture) [hereinafter “2004 Spitzer
Georgetown Lecture™], at 7-13; Testimony of Diana L. Taylor, supra note 112, at 12-19; NCLC
Comments, supra note 112, at 12-14; Jathon Sapsford, Critics Cry Foul Over New Rules on Bank
Review, Wall $t.J., Jan. 8, 2004, at C1 (noting that “[c]ritics say the QCC has found little
evidence of predatory lending among the [2,100] banks it regulates because it has only 1,800
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Financial Services Committee also questioned whether the OCC has sufficient administrative
resources to “investigate all consumer complaints for 2150 national banks ... from a single
customer assistance center.”'** The Committee expressed further concern that the OCC’s
assertion of exclusive authority over “consumer law enforcement activities that typically have
been undertaken by the States ... could weaken the OCC’s ability to carry out its primary mission

of ensuring the safety and soundness of the national bank system ....”**

In fact, the OCC’s record in protecting consumers has not been impressive. Since June
2000, the OCC has taken public enforcement actions against only seven national banks based on
claims of abusive or predatory lending practices. All seven enforcement proceedings involved
special-purpose credit card banks or comnmity banks.'” To date the OCC has not issued a
single public enforcement order against any of the largest national banks or their subsidiaries for
abusive or predatory lending, even though a number of private lawsuits and other allegations

have been filed against them.'” In one well-known case, the OCC refused to help hundreds of

examiners, who are more focused on the quality of the banks’ lending portfolios than [on] the
policies for interacting with consumers”). Because large banking organizations have entered
more risky lines of business and have adopted more complex organizational structures during the
past decade, it has become increasingly difficult for federal regulators to assess the safety and
soundness of such entities. See Wilmarth, Transformation, supra note 91, at 316-407, 454-75.
Accordingly, there are strong reasons to doubt whether the OCC can afford to devote a
significant portion of its limited supervisory resources to ensure that consumer protection laws
are properly enforced against more than 2,100 national banks and a myriad of operating
subsidiaries.

2 House Fin. Serv. Comm. Budget Res., supra note 114, at 16.

125 I[l

126 See QCC Docket 04-04, supra note 3, 69 Fed. Reg. at 1913. The largest of the seven
enforcement actions, against Providian National Bank, was taken in response to an investigation
initiated by a California prosecutor. See supra note 113.

"7 See Testimony of Diana L. Taylor, supra note 112, at 13-18 (describing allegations of
predatory or abusive lending practices filed against several leading national banks or their
affiliates); NCLC Comments, supra note 112, pt. ILA. (listing more than twenty court cases filed
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consumers who complained after Fleet raised the interest rates on their credit cards despite

promises of a “fixed” rate.'”®

When an aggrieved customer filed a federal class action in
December 2000, alleging deceptive lending practices by Fleet, the OCC responded by submitting
amicus briefs on behalf of Fleet in both the district court and the Third Circuit Court of
Appeals.” The Third Circuit, however, determined that plaintiff had presented a genuine issue
for trial based on her claim that Fleet’s disclosures were misleading and violated the Truth in
Lending Act (“TTLA)."*® Based on the Third Circuit’s opinion, one can certainly question
whether the OCC acted properly when it concluded that federal law did not give customers any
131

reasonable grounds for proceeding against Fleet.

Two other cases indicate that state officials are far more likely than the QCC to take

against major national banks or their affiliates, alleging “illegal or predatory lending activities™).

128 See Bravin & Beckett, supra note 97 (quoting a representative letter, in which the
OCC declined to help a complaining customer of Fleet and said, “we can only suggest that you
contact private legal counsel regarding any additional remedies™).

1% See Roberts v. Fleet Bank (R.I), N.A., 2001 WL 1486226, at *2 (E.D. Pa., Nov. 20,
2001 (referring to “the amicus brief filed by the [OCC]™), aff’d in part, rev'd in part, 342 F.3d
260, 262 (3d Cir. 2003) (noting the appearance of counsel for the OCC as amicus curiae).

1 Fleet’s credit card solicitation materials quoted a fixed annual percentage rate
(“APR”) and assured prospective customers that this “fixed APR” was “NOT an introductory
rate” and “won’t go up in just a few short months.” Reberts, 342 I'.3d at 263. TFleet’s solicitation
materials also represented that the fixed APR would change only if the customer failed to make
required payments or closed her account. About a year after the plaintiff in Roberts received her
credit card, Fleet notified her that it was raising its APR by 2.5% in reliance on a general
provision of Fleet’s cardholder agreement. That provision, which allowed Fleet to change the
terms of the cardholder agreement at any time, had not been included or quoted in Fleet’s
solicitation materials. fd. at 264. The Third Circuit concluded that “[cJonstruing the TILA
strictly against the creditor and liberally in favor of the consumer, as we must, we believe that the
TILA disclosures [made by Fleet] in this case, read in conjunction with the solicitation materials,
present a material issue of fact as to whether Fleet clearly and conspicuously disclosed its right to
change the APR.” Id. at 266.

Bl See Bravin & Beckett, supra note 97 (describing a representative letter sent by the
OCC to a Fleet customer).
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strong and effective enforcement measures against major national banks. In June 1999,
Minnesota Attorney General Mike Hatch sued U.S. Bancorp for selling confidential customer
information to telemarketers in violation of the federal Fair Credit Reporting Act and three
Minnesota statutes that prohibited consumer fraud, false advertising and deceptive trade
practices."” U.S. Bancorp settled the case by paying a $3 million fine and agreeing to implement

13 11.8. Bancorp’s “egregious” and

new policies designed to safeguard its customers’ privacy.
widely-condemned sales of customer data helped spur Congress to adopt the privacy provisions
contained in Title V of GLBA."* However, even though Comptroller Hawke had criticized
banks for selling customer information to telemarketers under circumstances that were “seamy, if
not downright unfair and deceptive,”** the OCC never took any public enforcement action

against U.S. Bancorp.

In December 2000, Attorney General Hatch sued Fleet’s mortgage operating subsidiary

> Peter P. Swire, The Surprising Virtues of the New Financial Privacy Law, 86 MINN. L.
REv. 1263, 1288 (2002); Scott Barancik & Dean Anason, U.S. Bancorp Charged with Selling

Data On Customers, AM. BANKER, June 10, 1999, at 1.

22 Lavonne Kuykendall, Affer Privacy Policy Makeover, U.S. Bancorp Covets
Recognition, AM. BANKER, Aug. 14, 2001, at 1 [hereinafter Kuykendall, Privacy Makeover];

Lavonne Kuykendall, Managing Privacy: Fined, U.S. Bancorp Learns About the Fine Line, AM.
BANKER, Aug. 8, 2001, at 1.

P15 US.C. §§ 6801-27; Swire, supra note 132, at 1265-73 (Uescribing the privacy
provisions included 1n Title V of GLBA); 1d. at 1288-89 (describing U.S. Bancorp’s conduct as

“particularly egregious,” and discussing the impact on Congress of the charges against U.S.
Bancorp); see also Barancik & Anason, supra note 132 {reporting that Minnesota’s suit against
U.S. Bancorp “fed a growing firestorm over consumer privacy” and “lawmakers were demanding
a legislative crackdown™).

¥ Swire, supra note 132, at 1288 (c}uoting speech %ivgn by Comptroller Hawke to the
Consumer Bankers Association on June 7, 1999, two days before Attorney General Hatch filed

suit against U.S. Bancorp).
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for privacy violations arising out of a similar telemarketing scheme, in which Fleet’s subsidiary
sold confidential customer data and provided other assistance to telemarketers who solicited the
subsidiary’s customers for “membership programs.”* Attorney General Hatch charged Fleet’s
subsidiary with violations of the FTC’s Telemarketing Sales Rule and the same three Minnesota
statutes cited in the U.S. Bancorp case.””” Once again, the OCC did not take any enforcement
action against Fleet. Instead, as it did in the Fleet credit card case, the OCC filed an amicus brief
that supported Fleet’s unsuccessful attempt to dismiss the lawsuit.”*® In contrast to the OCC, the
FTC filed an amicus brief on behalf of Minnesota.'”

Since 1999, the OCC has brought only two public enforcement actions alleging violations
of customer privacy rules—one against a California community bank and the other against two

former employees of a Colorado community bank.™® Thus, as in the case of predatory lending,

B8 Minnesota v. Fleet Mortgage Corp., 158 F. Supp. 2d 962 (D. Minn. 2001).

37 Id, at 964-65 (describing the factual allv:%ations and legal claims made by Attomey
General Hatch against Fleet Mortgage); Kuykendall, Privacy AMaEeover, supra note 133 (same};

see supra notes 73-77 and accompanying text {discussing Minnesota v. Fleet Mortgage Corp.,
181 F. Supp. 2d 995 (ID. Minn. 2001)).

B¢ Fleet Mortgage, 181 F. Supp. 2d at 999-1000 (describing the OCC’s arguments, as
amicus curiae, supporting Fleet Mortgage Corp.’s motion to dismiss).

™ See id. at 996 (referring to the appearance of counsel for the FTC and the OCC as
amici curiae).

10 See Paul Beckett, ‘Pavday’ Loans Are Dealt Blow By Regulators: ACE Cash and
California Bank Face Fines as ()],S Comptroller Seeks to Curb Lending Practice, WALL ST. J.,

Oct. 30, 2002, at C1 (describing an administrative order issued by the OCC against Goleta
National Bank, and explaining that the order was partly based on the “failure [of Goleta’s agent]
to safeguard customer files on loans issued by Goleta”, as that failure “could have compromised
the customers’ right to privacy”); Todd Davenport, E-Mai! Leads to a Ban, AM. BANKER, April
8,2003, at 1 (reporting that the OCC had “barred from the [banking] industry” two former
employees of Grand Valley National Bank, because they “violated privacy regulations by e-
mailing confidential [customer] loan files to an unauthorized third party.”).
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the OCC’s enforcement of consumer privacy laws has followed a pattern of public jawboning, a
handful of public prosecutions against smaller national banks, and the absence of any public
proceeding against a major national bank. It would be reassuring to infer from this pattern that
only small national banks have been guilty of predatory lending practices or privacy mfractions.
That inference clearly seems unwarranted, however, given the number of lending abuses and
privacy violations asserted against leading national banks by consumers and state officials.

Based on a search of the OCC’s database for publicly available enforcement orders issued
during the past decade, I was unable to find a single instance in which the OCC issued an
enforcement order against one of the nine largest national banks for violating a consumer
protection law."*! Unfortunately, the OCC’s self-interest provides a plausible explanation for the
agency’s failure to bring a public enforcement proceeding against any major national bank for
consumer protection violations. As discussed above, the OCC’s prestige and budgetary resources

depend on its ability to atiract and retain the allegiance of large multistate banks.'” Asa

consequence, the OCC’s bureaucratic incentives create a clear risk of regulatory capture

.. As of September 30, 2003, the nine largest bank holding companies whose lead bank
subsidiaries operated under national charters were Citigroup (parent company of Citibank), Bank

of America, Wells Fargo, Wachovia, Bank One, FleetBoston (parent company of Fleet Bank),
U.S. Bancorp (parent company of U.S. Bank), SunTrust and National City. See Industry
Snapshot: Bank and Thrift Companies with the Most Assets; On Sept. 30, 2003, AM. BANKER,
Jan. 30, 2004, at 6. 1 ran the names of each of the nine banks through the “Enforcement Actions
Search” database on the OCC’s website, available at www.occ.treas.gov/enforce/enf search.htm.
1 then reviewed the descriptions of all enforcement orders in which any of the nine banks was
named as an interested party since December 31, 1993. Most of the orders were removal orders
or industry-wide prohibitions imposed against individual bank employees for violations of law.
See 12 U.S.C. §§ 1818(g), 1829 (2000).

* See supra notes 98-99 and accompanying text; 2004 Spitzer Georgetown Lecture, supra
note 123, at 7.
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whenever the OCC considers the possibility of taking vigorous enforcement action against one of
its most important regulated constituents. Given these circumstances, the OCC should not be
allowed to prevent state authorities from carrying out their traditional responsibility for
protecting consumers against abusive practices committed by national banks or their operating
subsidiaries.
Conclusion

The OCC’s preemption and visitorial powers rules are clearly designed to advance the
OCC’s self-interest by persuading large banks with interstate branches to operate under national
charters. Unless overturned, the OCC’s rules will probably destroy the competitive balance that
Congress has long maintained within the dual banking system. Within the relatively near future,
the banking industry is likely to resemble today’s thrift industry, with large, multistate
institutions holding federal charters and the state system being reduced to a dwindling number of
small, community-based institutions. Assuming that outcome, the dual banking system will
cease to function in any real sense. There will no longer be a meaningful chartering option for
banks, and banks will lose their current “escape valve” from outmoded or arbitrary regulation.
As a consequence, the competitive dynamic between federal banking agencies and state bank
commissioners, which has produced a remarkable record of regulatory innovation and flexibility
over the past century, will lose all or most of its force.

The states’ loss of authority over large banks and their operating subsidiaries will have
other highly adverse consequences. The ability of states to regulate the most important providers
of financial services will be greatly impaired, and there will be a corresponding loss of protection

for consumers victimized by illegal, deceptive and unfair financial practices. In addition, the
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traditional primacy of the states in the field of corporate governance will be undermined, becaus:
states will no longer be able to regulate an important category of state-chartered business
corporations.

Of course, Congress could choose in its wisdom to adopt legislation mandating these
drastic changes in our systems of banking regulation and corporate governance. However,
Congress has never done so. In 1994, Congress made clear in the Riegle-Neal Act that it
remained firmly committed to the fundamental principles of the dual banking system, including
the general application of state laws to both state and national banks. Absent a fresh mandate
from Congress, the OCC’s new rules are clearly unlawful and must be rescinded.

Thank you for your consideration of this prepared statement, and I would be pleased to
answer your questions.

Arthur E. Wilmarth, Jr. (4/7/04)

Attachment (Appendix A — Outline of Key Supreme Court Cases on Preemption)
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APPENDIX A TO TESTIMONY OF ARTHUR E. WILMARTH, JR. (4/7/04)

Key Supreme Court Cases Describing Preemption Standards for National Banks

In January 2004, the Office of the Comptroller of the Currency (“OCC”) adopted new
rules to determine the application of state laws to national banks. Under the OCC’s new rules,
state laws will be preempted if they “obstruct, impair, or condition a national bank’s ability to
fully exercise its powers to conduct activities authorized under Federal law.” State laws will
apply to national banks only to the extent that they “incidentally affect the exercise of national
bank powers.” 69 Fed. Reg. 1904, 1916-17 (2004) {text of amended 12 C.F.R. §§ 7.4007 -
7.4009 & 34.4). According to the OCC, “incidental” state laws are those that “do not regulate
the manner or content of the business of banking authorized for national banks, but rather
establish the legal infrastructure that makes practicable the conduct of that business.” Id. at
1913. In other words, only helpful state laws that make it “practicable” for national banks to do
business will apply under the OCC’s new rules. State laws that place any “condition” on the
business activities of national banks will be preempted.

The OCC’s new rules create a regulatory scheme of de facto field preemption for national
banks. The OCC made this point clear by issuing a checklist showing that the scope of
preemption created by its new rules 1s substantively identical to the preemptive breadth of similar
regulations adopted by the Office of Thrift Supervision (“OTS”). The OTS has proclaimed that
its regulations “occup[y] the field” with respect to lending, deposit-taking and other “operations™
of federal savings associations. See 12 C.F.R. §§ 545.2, 557.11 & 560.2.

As shown below, the OCC’s new rules are incompatible with authoritative decisions of
the Supreme Court. The Court’s decisions have made clear that the National Bank Act and
related federal statutes do not create a regime of field preemption for national banks or permit the
OCC to do so. Instead, the Court has affirmed that state laws do apply to national banks except
in situations where a state law creates an “irreconcilable conflict” with a federal statute. Barnett
Bank of Marion County, N.A. v. Nelson, 517 U.S. 25, 31 (1996).

1. Atherton v. FDIC, 519 U.S. 213 (1997}

“[In 1870 and thereafier this Court held that federally chartered banks are subject to state
law.” 1d. at 222. Immediately after this statement, which affirmed the general application
of state laws to national banks, the Court discussed its earlier opinion in National Bank v.

Commonwealth, 76 U.S. (9 Wall.} 353, 362 (1870}, as follows:

“In National Bank the Court distinguished McCulloch [v. Maryland, 17 U.S. {4
Wheat.) 316 (1819)] by recalling that Maryland’s taxes were “used . . . to
destroy,” and it added that federal banks

‘are subject to the laws of the State, and are governed in their daily course
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of business far more by the laws of the State than of the nation. All their
contracts are governed and construed by State laws. Their acquisition and
transfer of property, their right to collect their debts, and their liability to
be sued for debts, are all based on State law. It is only when the State law
incapacitates the banks from discharging their dufies to the government
that it becomes unconstitutional.” 9 Wall,, at 362.” 519 U.S. at 222-23.

Thus, in both Atherton and Commonwealth, the Court made clear that (1) “federally-
chartered banks are subject to state law,” and (2} the decision in McCulloch v. Maryland struck
down Maryland’s tax because that tax would be “used . . . to destroy” the Second Bank of the
United States. In addition, Commonwealth explained that a state law would be preempted only
when it “incapacitates [national] banks from discharging their duties to the [federal]
government.”

The OCC has quoted another passage from Commonwealth, where the Court said that
“the agencies of the Federal government are only exempted from State legislation, so far as that
legislation may interfere with, or impair their efficiency in performing the functions by which
they are designed to serve that government.” At the time of Commonwealth (1870), national
banks were the principal purchasers of U.S. government bonds and also issued circulating notes
backed by those bonds. The sponsors of the National Bank Act of 1864 intended that the newly-
created national banks would help the federal government’s funding operations for the Civil War
and would also provide the nation with a more stable supply of currency. Thus, Commonwealth
obviously referred to the national banks’ role as “agencies of the Federal government” in the
public funding and currency areas, and the Court forbade the application of any state law that
would “impair their efficiency” in carrying out their PUBLIC functions. This passage in
Commonweualth did NOT exempt the PRIVATE business activities of national banks (e.g.,
making loans, negotiating bills of exchange and accepting deposits) from the application of state
laws.

National banks lost their role as leading purchasers of government bonds and as primary
issuers of the nation’s currency when the Federal Reserve Act of 1913 (“FRA”) was enacted.
Since 1913, Federal Reserve notes have functioned as the primary U.S. currency in place of the
superseded national bank notes. For discussions of the important differences in the activities of
national banks before and after the FRA, see, e.g., Milton Friedman & Anna J. Schwartz, A
Monetary History of the United States, 1867-1960, at 16-23, 189-96 (1963}, Herman E. Kroos &
Martin R. Blyn, A History of Financial Intermediaries 44-45, 52-54, 96-100, 118-21 (1971).
Thus, language in Commonwealth and other Supreme Court cases decided before 1913, which
discusses the need to protect the “efficiency™ of national banks in carrying out their PUBLIC
“duties” to the national government, is NOT fairly applicable to current state laws that regulate
the PRIVATE business activities of today’s national banks.

The OCC has cited other Supreme Court decisions issued betore 1913, which include
comparable language and obviously reflect the public funding and currency-related operations of
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national banks. Those cases include Easton v. ITowa, 188 U.S. 220 (1903); Davis v. Elmira
Savings, Bank, 161 U.8. 275 (1896); Farmers’ & Mechanics National Bank v. Dearing, 91 U.S.
29 (1875); and Tiffany v. National Bank of Missouri, 85 1U.S. 409 (1874). In Tiffany, the Court
said that “National banks have been National favorites” because “[t]hey were established for the
purpose, in part, of providing a currency for the whole country, and in part to create a market for
the loans of the General government.” In Dearing, the Court observed that national banks were
“instruments designed to be used to aid the [federal] government in the administration of an
important branch of the public service.” 91 U.S. at 33. In Davis, the Supreme Court said that a
state law 1s preempted when it “impairs the efficiencies of these agencies of the Federal
government to discharge the duties, for the performance of which they were created.” 161 U.S.
at 283. In Easton, the Court quoted the very important distinction made by Chief Justice John
Marshall between (i} the general application of state laws to a “private corporation” that carries
on the “mere business of banking,” and (ii) the immunity from state laws enjoyed by a “public
corporation” that is “an instrument which is ‘necessary and proper for carrying into effect the
powers vested in the [federal] government.”” 188 ULS. at 229-30 (quoting Osborn v. Bank of the
United States, 22 U.S. (9 Wheat.) 738, 860-63 (1824)).

In Oshorn, Chief Justice Marshall declared that the Second Bank of the United States
“would certainly have been subject to the taxing power of the State, as any individual would be,”
if the Second Bank was a “mere private corporation, engaged in its own business,” and “having
private trade and private profit for its great end and principal object.” 22 U.S. (9 Wheat.} at 859.
In keeping with Marshall’s dictum, Congress amended 12 U.S.C. § 548 in 1969, to ensure that
state banks and national banks receive equal treatment under state tax laws. The Senate
committee report explained the need for this amendment in the following terms:

There may have at one time been justification for giving national banks privileges
and immunities which were denied State banks, under the theory that national
banks are peculiarly an instrumentality of the Federal government, and, as such,
hold a unique and distinct position from that of other institutions. Without
specifically addressing the question of whether national banks remain, in
substance, such a Federal instrumentality, the committee is agreed that there is no
longer any justification for Congress continuing to grant national banks
immunities from State taxation which are not afforded State banks.

S. Rep. No. 91-530, at 2 (1969), reprinted in 1969 U.S. Code Cong. & Ad. News 1594, 1595
(emphasis added).

Thus, the Supreme Court might well have used a more tolerant preemption standard in
cases decided prior to 1913 if the national banks involved in those early cases had NOT been
engaged in important “public” functions as “agencies™ of the federal government. In addition,
several early cases agreed with Commonwealth that state laws did apply generally to national
banks in the absence of an irreconcilable conflict with federal law. See, e.g., Davis, 161 U.S. at
287 (atfirming that “so far as not repugnant to acts of Congress, the confracts and dealings of
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national banks are left subject to the state law”); Waite v. Dowley, 94 U.S. 527, 533 (1877}
(holding that “national banks . . . are subject to State legislation, except where such legislation is
in contlict with some act of Congress, or where it tends to impair or destroy the utility of such
banks, as agents or instrumentalities of the United States, or interferes with the purposes of their
creation”); MeClellan v. Chipman, 164 U.S. 347 (1896) (discussed in Part 4, below).

2. Barnett Bank of Marion County, N.A. v. Nelson, 517 U.8. 25 (1996):

“In defining the pre-emptive scope of statutes and regulations granting a power to
national banks, [the Supreme Court’s] cases take the view that normally Congress
would not want States to forbid, or to impair significantly, the exercise of a power
that Congress explicitly granted. To say this is not to deprive States of the power
to regulate national banks, where (unlike here} doing so does not prevent or
significantly interfere with the national bank’s exercise of its powers.” Id. at 33.

Thus, the preemption standard established by Barnett Bank affirms that state laws do
apply to national banks unless a particular state law would “prevent or significantly interfere with
the national bank’s exercise of its powers.” In 15 U.S.C. § 6701(d)2}(A), adopted as part of
Section 104 of the Gramm-Leach-Bliley Act, Pub. L. No. 106-102, 113 Stat. 1353 (“GLBA”™),
Congress specifically endorsed the “prevent or significantly interfere with” formulation as the
governing preemption standard under Barnett Bank. Section 6701(d}2)A) declares that “[i]n
accordance with the legal standards for preemption set forth in the decision of the Supreme Court
of the United States in Barnett Bank of Marion County, N.A. v. Nelson, 517 U.S. 25 (1996}, no
State may . . . prevent or significantly interfere with the ability of a depository institution, or an
affiliate thereof, to engage, directly or indirectly, . . . in any insurance sales, solicitation, or
crossmarketing activity.” The conference report on GLBA confirmed that the “prevent or
significantly interfere with” standard for preemption, as used in Section 6701(d}2}(A), is the
rule “set forth in Barnett Bank.” HR. Rep. No. 106-34, at 156-57 (1999} (Conf. Rep.), reprinted
in 1999 U.S. Code Cong. & Ad. News 245, 251. Congress did NOT indicate that any OTHER
standard would be appropriate for determining preemption issues under Barnett Bank.

The OCC has cited Barnett Bank for the proposition that a state may not place any
“condition” on the exercise of a national bank’s powers. The relevant passage of Barnett Bank
explains that “where Congress has not conditioned the grant of ‘power” upon a grant of state
permission, the Court has ordinarily found that no such condition applies.” 517 U.S. at 34. This
passage of Barnett Bank makes clear that a state may not try to prevent or significantly interfere
with the use of a federal power by requiring national banks to obtain the state’s permission as a
“condition” for exercising that power. In other words, a state may not impose a “condition” that
amounts to a state veto over the use of a federal power. See 517 U.S. at 31-32 {rejecting
Florida’s argument that “the Federal Statute removes only federal legal obstacles, not state legal
obstacles, to the sale of insurance by national banks™). Barnett Bank did NOT say that a state
may never affect the exercise of a federal power by requiring national banks, in the course of
using the power, to satisfy reasonable “conditions™ that all similarly-situated persons must meet.
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3. Anderson National Bank v. Luckert, 321 U.S. 233 (1944):

“This Court has often pointed out that national banks are subject to state laws,
unless those laws infringe the national banking laws or impose an undue burden
on the performance of the banks’ functions.” Id. at 248.

The first part of the Luckett rule clearly supports the Court’s statement in Atherton that
“federally chartered banks are subject to state law.” 519 U.S. at 222. The second part of the
Luckett rule, adopting an “undue burden” test, is consistent with the “prevent or significantly
interfere with” standard set forth in Barnett Bank, 517 U.S. at 33.

In Luckett, the Court upheld the validity of a Kentucky law that required all banks
(including national banks) to transfer dormant deposit accounts to the state, so that state officials
could commence legal proceedings to determine whether the dormant accounts had been
abandoned and should be escheated to the state. In the following passage, the Court affirmed that
state laws generally apply to the deposit relationships created by national banks:

“[TThe mere fact that the depositor’s account is in a national bank does not render
it immune to attachment by the creditors of the depositor, as authorized by state
law. . ..

[A] bank account is . . . a part of the mass of property within the state whose
transfer and devolution is subject to state control. . . . It has never been suggested
that non-discriminatory laws of this type are so burdensome as to be inapplicable
to the accounts of depositors in national banks.

... [A]n inseparable incident of a national bank’s privilege of receiving deposits
is its obligation to pay them to the persons entitled to demand payment according
to the law of the state where it does business. A demand for payment of an
account by one entitled to make the demand does not infringe or interfere with any
authorized function of the bank.™ 1d. at 248-49.

Other post-1913 decisions of the Supreme Court that have upheld the general application
of state laws to national banks include:

Lewis v. Fidelity & Deposit Co., 292 U.S. 559, 564-66 (1934) (holding that (i) Congress
has followed a “policy of equalization” based on the incorporation of state-law standards
in a number of federal statutes governing national banks; and (ii) “a national bank is
subject to state law unless that law interferes with the purposes of its creation, or destroys
its efficiency, or is in conflict with some paramount federal law™).

First National Bank in St. Louis v. Missouri, 263 U.S. 640, 656 (1924) (declaring that
“national banks are subject to the laws of a State in respect of their affairs unless such
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laws interfere with the purposes of their creation, tend to impair or destroy their efficiency
as federal agencies or conflict with the paramount law of the United States™).

The OCC has frequently cited Franklin National Bank v. New York, 347 U.S. 373 (1954). In
Franklin the Court held that a New York law was preempted because it prohibited national banks
from advertising for savings deposits, thereby significantly interfering with their statutory power
to accept such deposits. However, in Franklin the Court also observed that “national banks may

be subject to some state laws in the normal course of business if there is no conflict with federal
law.” Id. at 378 n.7.

4. MecClellan v. Chipman, 164 U.S. 347 (1896):
The Court explained that the preemption standards applicable to national banks

... contain a rule and an exception, the rule being the operation of general state
laws upon the dealings and contracts of national banks, the exception being the
cessation of the operation of such laws whenever they expressly conflict with the
laws of the United States or frustrate the purpose for which national banks were
created, or impair their efficiency to discharge the duties imposed upon them by
the law of the United States.” Id. at 357.

Thus, McClellan makes clear that the application of state laws to national banks is “the
rule,” while the preemption of state laws is “the exception.” As a pre-1913 case, McClellan also
uses the “impair their efficiency” standard ONLY with respect to “the duties imposed upon
[national banks] by the law of the United States” — namely, their duties to purchase U.S. bonds
and to issue circulating notes backed by those bonds.

McClellan upheld the validity of a Massachusetts law that prohibited all creditors
(inchuding banks) from accepting preferential transfers of property from insolvent debtors. The
plaintiff national bank argued that the state law interfered with the bank’s ability to exercise its
statutory power (under the predecessor of 12 U.S.C. § 29) to accept real estate as security for the
payment of pre-existing debts. The Supreme Court rejected this argument in the following terms:

“No function of [national] banks is destroyed or hampered by allowing the banks
to exercise the power to take real estate, provided only they do so under the same
conditions and restrictions to which all the other citizens of the State are
subjected, one of which limitations arises from the provisions of the state law
which in cases of insolvency seeks to forbid preferences between creditors.” Id. at
358 (emphasis added).

Hence, McClellan clearly upholds the authority of states to place reasonable,
nondiscriminatory “conditions” and “restrictions” on the activities of national banks, as long as
the state provisions do not create an irreconcilable conflict with federal statutes.
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5. Congressional Interpretation of Preemption Cases

The conference report on the Riegle-Neal Interstate Banking and Branching Efficiency
Act of 1994, Pub. L. No. 103-328, 108 Stat. 2338 {“Riegle-Neal Act”), endorsed the
longstanding congressional policy of “maintaining the balance of Federal and State law under the
dual banking system,” and explained that the general application of state laws to national banks
was an essenfial element of that policy:

States have a strong interest in the activities and operations of depository
institutions doing business within their jurisdictions, regardless of the type of
charter an institution holds. In particular, States have a legitimate interest in
protecting the rights of their consumers, businesses, and communities. Federal
banking agencies, through their opinion letters and interpretive rules on
preemption issues, play an important role in maintaining the balance of Federal
and State law under the dual banking system. Congress does not intend that the
[Riegle-Neal Act] alter this balance and thereby weaken States” authority to
protect the interests of their consumers, businesses, or communities.

Under well-established judicial principles, national banks are subject to
State law in many significant respects. . . . Courts generally use a rule of
construction that avoids finding a conflict between Federal and State law where
possible. The [Riegle-Neal Act] does not change these judicially established
principles.

H.R.Rep. No. 103-651 (Conf. Rep.), at 53 (1994) (emphasis added}, reprinted in 1994 U.S. Code
Cong. & Ad. News at 2068, 2074.

Thus, the conference report on the Riegle-Neal Act expressly approved earlier judicial
decisions upholding the general application of state laws to national banks, such as
Commonwealth, McClellan and Luckett. The conference report also established the clear intent
of Congress that the advent of nationwide banking should nef change existing “judicially
established principles” requiring national banks to comply with state laws. Accordingly, the
conference report decisively retutes the OCC’s frequently-stated claim that the development of
large, mulfistate banks demands a more sweeping preemption of state laws in order to advance
the interests of the “national banking system.”

Arthur E. Wilmarth, Jr. (4/7/04)
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Testimony of James D. McLaughlin
On Behalf of the American Bankers Association
Before the
Committee on Banking, Housing, and Urban Affairs
United States Senate
April 7,2004
Mr. Chairman, T am James D. McLaughlin, Director Regulatory and Trust Affairs of the
American Bankers Association (ABA). ABA brings together all elements of the banking community
to best represent the interests of this rapidly changing industry. Its membership — which includes
community, regional, and money center banks and holding companies, as well as savings institutions,

trust companies, and savings banks —makes ABA the largest banking trade association in the

COUHtl‘Y.

The ABA 1s pleased to testify on the final rule recently issued by the Comptroller of the
Currency {“OCC?) clarifying the types of state laws that apply to national banks’ lending and
deposit-taking activities and the role of state regulators in enforcing state laws against national
banks.! Congressional oversight in this area is certainly appropriate. ABA strongly supports the
OCC’s rule because 1t p[ovides greater certaint_',' to national banks (pz_rticularly those that conduct
business in more than one state), thus enabling greater efficiency, lower regulatory and legal costs,
and enhanced delivery of financial services for bank customers. At the same time, we support the

new standard designed to prevent possible predatory lending practices.

National banks operate in national credit markets, typically with a physical presence in many
states. They are already subject to a comprehensive set of federal laws, including consumer
protection laws. An expanding universe of differing state laws would impose substantial burdens on
the conduct of their federally authorized activities. Absent preemption, the proliferation of state and
local laws that would apply to those activities would mevitably lead at best to higher operating costs,
and higher prices for financial services; at worst, it would lead to a reduction 1n available credit and
fewer product opticns. More fundamentally, if state and local authorities are permitted to

regulate the lending and deposit-taking activities of national banks, it is hard to see how we

1'The rule amends the OCC’s rules at Part 34 (real estate lending authority) and Part 7 {deposit-taking and non-real estate
lending powers). Although substantively similar, the rule amends two separate provisions of the OCC’s regulations
because there is separate statutory authority for real estate lending. In addition, the rule imposes a new standard on all
consumer lending that is intended to prevent predatory lending practices. 69 Federa! Repister 1904, (Tanuary 13, 2004).
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would continue to have a dual banking system. After all, what is more fundamental to banking

than lending and taking deposits?

To avery large degree, the OCC rule does not break new ground. The areas covered in the
rule have in many cases already been subject to preemption by the OCC in its rules and
determinations or by the courts. In the past, these preemptive rulings by the OCC went forward
generally on a case-by-case basis. That approach worked when the state and local actions that were
preempted occurred infrequently. Recently, however, we have seen a proliferation of such state and
local actions. Several of these ended up in the courts where preemption under the National Bank
Act was upheld. We believe, therefore, that it was very important and correct of the OCC to 1ssue
this rule in order to make it clear to all parties where the line in preemption is. While most legal
experts in this arena know that state and local laws that impinge on the fundamental activities of
national banks violate the National Bank Act, apparently state and local officials have often
proceeded despite the virtual certainty that their law or regulatory effort will be struck down by the
courts as it pertains to national banks. In the meantime, national banks face the costly uncertainty as
to how to proceed with the affected business. Banks (and their trade associations), the OCC, and
the taxpayers of those state and local governments end up wasting considerable resources in
lingation. This OCC rule wall help avoid that uncertainty and litigation cost by bninging together mn

one place what was, in fact, occurring on a case-by-case basis in any event.

In my statement today, | would like to make four points regarding the OCC’s preemption

regulation:

% Ficst, it is based on a long history of constitutional and legislative intent, affirmed by the
courts, and it 1s consistent with actions of other regulators of federally chartered
depository institutions.

» Second, preemption is necessary to preserve the dual banking system.

»  Third, preemption of state laws will not diminish the protection of consumers.
» Fourth, options exist to address specific issues—such as predatory lending practices—
without undermining the dual banking system.

These four points are explained in detail in the remainder of this statement.
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I. The OCC’s Rule is Based on a Long History of Constitutional and Legislative

Intent

The OCC’s preemption regulation is firmly based on laws enacted one hundred and forty
years ago, during the administration of Abraham Linceln. The Congress created the national
banking system and clearly delegated to the Comptroller of the Currency the powers to regulate that
system — including the power that 1s the basis of the new rule. The rule 1s firmly supported by
longstanding U.S. Supreme Court analyses of conflicts between federal and state law. Over the last

140 years, the Supreme Court has consistently recognized that state laws are preempted where they:

(1) Impair the efficiency of national banks to exercise federally authorized powers;
(2) Conflict with federal law;

(3) Frustrate the purpose of the National Bank Act; or

(

4) Obstruct the scope and effective exercise of unconditional national bank powers”

ABA believes that there can be no doubt that the OCC’s rule has correctly incorporated the
Supreme Court’s preemption doctrine. A listing of some of the court cases on which the OCC’s

rule 1s based is attached to this statement.

The OCC’s rule clarifies that state laws that affect the way national banks conduct activities
authorized under the National Bank Act are preempted. For lending, these types of state laws
include those regarding licensing, terms of credit, permissible rates of interest, escrow accounts,
disclosures and advertising. For deposit-taking, they include laws on disclosure, licensing,
registration, abandoned and dormant accounts, checking accounts and funds availability. These
areas are fundamental to the conduct of the banking business and rightly fall within the
authority of federal regulators to determine the appropriate application of federal law to federally

chartered depository mnstitutions.

The OCC rule applies to national banks and their operating subsidiaries. Operating
subsidiaries are limited to those activities that may be conducted in the bank itself. In practice,

operating subsidiaries function as a department of the bank.

2 See, e.g., Earretr Bank of Marion Connty v. Nelson, 517 U.S. 25, 31-32 (1996); Frankiin Nat'l Bank of Franklin Square v. MNew
York, 347 U.S. 373, 378 (1954); and Assn. of Banks iz Ins. Ine. v. Diryee, 270 F.3d. 397, 409 {6+ Cir. 2001).
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We would point out that there has been a great deal of confusion and misinformation over
the different types of subsidiaries and rules applicable to each type. Much of the confusion stems
from 1naccurate statements made by representatives of the real estate industry, so some clarification

15 in order.

National bank operating subsidiaries, under longstanding regulations of the OCC, may engage
only in activities authorized to the bank. They are, in effect, separately incorporated departments of

the bank.

Another type of national bank subsidiary is the financia! subsidiary. Financial subsidiaries were
authorized by Congress in the Gramm-Leach-Bliley Act to engage 1n a broad range of financial
activities that the bank itself may not engage in. These financial subsidiaries are functionally

regulated. OCC’s preemption rule does #of apply to financial subsidiaries.

A third type of subsidiary is 2 non-bank subsidiary of a bank or financial holding company.
These subsidiaries are subject to state regulation and OCC’s preemption rule does not apply to

them.

The proposal published by the Treasury and the Federal Reserve to authorize real estate
brokerage authonty would place those activities in financial subsidiaries of national banks or
holding company subsidiaries, neither of which comes within OCC’s preemption rule. Asa
result these subsidiaries would be functionally regulated and subject to all state licensing, continuing

education and other requirements that apply to all real estate brokers.

Going back to the OCC’s rule, it is important to note that it does not preempt alf state
banking and financial services laws for national banks as some state organizations have suggested.”
Rather, state laws that do not affect the conduct of the banking busimess, such as “infrastructure”

laws,” are not subject to the preemption rule.

#The OCC sought comment on whether it should “occupy the field” (v, leave no room for any state regulation) with
respect to real estate lending activities based on the broad authority Congress granted to the agency in 12 US.C. § 371
The OCC chose, however, to take a more conservative approach.

*+State infrastricture laws are those laws that do not impact banking activities, e, contract, criminal, propesty and local
building and fire codes.
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In addition, the OCC’s determination remains subject to the notice and comment process of
Section 114 of the Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994 (“Riegle-
Neal Act”) for state laws regarding community reinvestment, consumer protection, and fair lending,®
Contrary to concerns that have been raised, the OCC’s action is fully in accord with Congressional
intent in Section 114 of the Riegle-Neal Act’ That section imposes on the OCC a process for
ensuring public comment on requests for preemption of certamn types of state consumer protection
laws. Importantly, that section did not impose or change the standard for preemption determinations. Rather,

Congress expressly intended that it should incorporate traditional judicial preemption -Analysis.7

Similarly, while the Gramm- Leach-Bliley Act’ affirmed state authority to regulate
insurance activities of depository institutions, it also incorporated the Barnett standard and
broadly preempted all nor-insurance state laws that “prevent or restrict” any depository
institution (and their affiliates and subsidiaries) from engaging in activities authorized by the

Act.®

Itis important to note that the OCC’s regulation does not differ fundamentally from
regulations and determinations made by other regulators of federally chartered depository
institutions. For example, the categories of state law preempted by the OCC are substantially
identical to those already preempted by the Office of Thrift Supervision (OTS) for federally
chartered thaft institutions. In fact, the OCC rule does not go as far as the current preemptive
regulations of the OTS and the Naticnal Credit Union Administration (NCUA). A comparison of

the preemption regulations of the OCC, OTS and NCUA s attached to this staternent.

5Pub. L. 103-328, 108 Stat. 2338 (1994).

S 1d

7 See, H. Report 103-651, 2d Sess. (1994) at 53. “Accordingly, the title emphasizes that a host state’s laws regarding
communnity reinvestment, consumer protection, fair lending, and establishment of intrastate branches will apply to
interstate branches of national banks established in the host state to the same extent as those laws apply to a branch of a
state bank exveps when Federal law preempts the application of the State laws to a national bank . .~ [Emphasis added.]

8Pub. L. 106-102, 113 Stat. 338 (1999).

® Another concern that has also been raised is whether the GCC’s preemption determination ignored the savings
provision in the Home Owner’s Equity Protection Act of 1994 (|HOEPA”). That provision, which is past of the Truth
in Lending Act (“T'ILA™), applics only to state laws that are inconsistent with HOEPA. Indeed, in American Bankers
Association v. Lockyer, a U.S. District Court held that the TILA savings provision does not reach beyond TILA to
control the preemption analysis under any other federal law. 239 F. Supp. 2d 1000, 1009 (E.D. Calif. 2002).
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II.  The OCC’s Rule is Fundamental to the Dual Banking System

The dual banking system is a simple, yet powerful concept. It consists of a state chartering
and supervisory system for state banks and a federal chartering and supervisory system for national
banks. Each relies on state or federal legislation to determine the activities of and regulatory policies
for the respective charters. Certainly, many common features are shared by both charters. But the
success of the system derives from the healthy differences that historically have driven new product
mnovation, helped reduce excessive regulatory costs, and enhanced the overall safety and soundness

of the banking system.

Preservation of this important and unique system of regulation requires both a strong state
system and a strong national system of chartering and regulation. Federal preemption serves as a
check when states pass laws that inappropmately restrict or condition the fundamental activities or
operations of federally chartered financial mstitutions. By contrast, the states are free to amend their
laws if they believe that state-chartered institutions are at a competitive disadvantage 24s-d 245 national

banks as a result of preemption.

The areas addressed by the OCC rule — lending and deposit taking — are fundamental to the
busmess of bankmg. If state laws apply to these most basic actvities of national banks, and 1f states
can examine national banks and enforce laws against them, the differences between the two systems
would disappear—and so would the dual banking system. Simply put, for a strong national system
to exist, state and local governments must not be able to impose material restrictions on the
fundamental banking activities of national banks. Thus, the OCC’s rule, rather than harming the

dual banking system, is necessary to preserve it.

III. The OCC’s Preemption of State Laws Will Not Diminish Consumer

Protection

Preemption of state laws will not diminish protections for consumers that do business with
national banks. Consider the federal consumer protection laws and regulations with which national
banks must comply, which include:

» Federal Trade Commission Act

» Truth in Lending Act
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Home Ownership and Equity Protection Act
Fair Housing Act

Equal Credit Opportunity Act

Real Estate Settlement Procedures Act
Community Reinvestment Act

Truth in Savings Act

Electronic Funds Transfer Act

Expedited Funds Availability Act

Flood Disaster Protection Act

Home Mottgage Disclosure Act

Credit Practices Rule

Fair Credit Reporting Act

Federal Privacy Laws

Fair Debt Collection Practices Act

OCC anti-predatory lending rules (Parts 7 and 34)

QOCC standards on unfair and deceptive practices

Y V.V ¥V Y Y VY Y V V¥V Y V V¥V VY V V¥V

QCC consumer protection rules for debt cancellation and suspension agreements

The OCC’s preemption rule does nothing to diminish this sizable body of federal
consumer protection laws. Furthermore, the OCC’s rule imposes on national banks a new anti-
predatory lending standard to prevent them from making loans based on the value of the collateral
rather than the borrower’s ability to repay the loan, and to prohibit practices that are unfair or

deceptive practices under the Federal Trade Commission Act (“FTC Act™).

The OCC has demonstrated its strong commitment to protecting consumers in their
dealings with national banks, as evidenced by its promulgation of comprehensive predatory lending
advisory letters and vigorous enforcement of unfair or deceptive trade practices. For example, the
agency has taken six enforcement actions against national banks under the FTC Act that have
generated hundreds of millions of dollars in restitution to consumers. The OCC has also moved
aggressively against national banks engaged in payday lending programs, requiring them to terminate

relationships with payday lenders.
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These enforcement actions further demonstrate that the OCC has the resources to assure
compliance with consumer protection laws. In fact, the enforcement resources — both in terms of
regulatory power and examination capabilities — are greater for the OCC with respect to
national banks than the resources available to state and local authorities. The OCC employs
approximately 1,900 examiners to cover 2,100 national banks. ‘The largest national banks have
petmanent examiners on site. For example, Bank of America has 40 on-site examiners. All national
banks are examined at least once every 18 months, and these examinations include both safety and
soundness and consumer compliance reviews. Clearly, there is no shortage of resources to assure

national banks operate safely and soundly, while respecting the rights and needs of consumers.

Unfortunately, there has been misinformation about the OCC’s resources emanating from
an amendment offered in the House Committee on Financial Services recently. The amendment
stated that “[t]here are currently only 40 full-time staff members allocated for [consumer complaints]
at the OCC.” The amendment goes on to compare this staff of forty to the asserted fact that “state
banking agencies and state attorney generals” offices employ nearly 700 full-time examiners and

attorneys to monitor and enforce consumer law complaints.”

Of course, this comparison to “40” to “700” 1s apples to oranges. The OCC’s consumer
enforcement is not limited to forty people at a call center. Moreover, the 700 state individuals
mentioned are not devoted solely to addressing consumer 1ssues relating to banks. For example,
while the jurisdiction of state banking agencies varies from state-to-state, the state banking agencies
regulate well over 100,000 institutions of many different types, from consumer finance companies to
check cashers. State attorneys general also have jurisdiction over a broad range of 1ssues, of which
banking would be a very small percentage. Thus, rather than a nearly one-to-one relationship
between mnstitutions overseen and staff for the OCC, there 1s a 48-to-1 relationship for institutions

overseen at the state level.

Moreover, the remedies available to the OCC are comprehensive and broader than those
available to state and local authorities. For example, a state attorney general may order restitution
only to consumers that live in his or her state. By contrast, OQCC can require restitution for all of a
national bank’s customers regardless of where they live. Indeed, as recently observed by the

Superior Court of Arizona, Maricopa County, the restitution and remedial action ordered by the
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OCC was “comprehensive and significantly broader in scope than that available through state court

: 0
proceedings.™

IV.  Options Exist to Address Specific Issues without Undermining the Dual

Banking System

Much of the debate over the OCC rule has been n the context of the need to address the
terrible problem of predatory lending. However, we believe it would be a mistake to undermine the
dual banking system in a very broad way because of concerns about an individual issue, even one as
important as predatory lending, since there are other, more direct and effective ways to address the
problem. As noted above, allowing state and local governments to regulate the most fundamental
activities of national banks—in this case lending—would dramatically impact the dual banking
system. However, that does not mean that state and local governments should not have a role in
addressing any concerns that should arise with respect to predatory lending by national banks
(although there has been scant evidence that banks have been a significant problem in the area of
predatory lending, as pointed out in the recent court brief signed by nearly two dozen State

11
Attorneys General).

There are, mn fact, at least two approaches — not mutually exclusive — to predatory lending
that we believe would work well within the context of the dual banking system and without doing
damage to that system. The first involves cooperation between the OCC and state and local

officials; the second involves targeted federal legislation to address predatory lending practices.

While some have recently questioned the regulatory and enforcement authority and
capabilities of the OCC, we believe (as outlined above) that it is quite clear that the OCC does have
strong capabilities in regulation and enforcement, including the area of predatory lending, The OCC
has the authority to 1ssue regulations in this area (as evidenced by the rule being reviewed here
today), has examiners that routinely examine every national bank (and permanently stationed in the
larger banks), and has significant enforcement powers to stop any predatory lending practices and

provide penalties and restitution.

10 State of As
Famgraph 5 .
! Brief for Amicus Curiac State Attomeys General, Nar! Home Egnity Mortpage Ase'n v, OT5, Civil Action No. 02-2506
(GK) (DD C)at10-11

Higpanic Air Conditioning and Heating, Inc, CV 2000-003625, Ruling at 27, Conclusions of Law,




298

To best serve the mnterests of consumers, we believe that state and local governments should
work on an on-going basis with the OCC to identify any problems and recommend any changes in
the regulation of national banks that may be necessary to address those problems. The OCC has
indicated its strong interest in this kind of cooperation. OCC recently reminded national banks
should they receive consumer complaints from state officials that they should deal with the
consumer directly to resolve the situation without any need to first notify OCC.  Such a complaint
referral is not contrary to the exclusive visitorial rule. In addition, should state and local
enforcement authorities find specific situations in which national banks are engaging i unethical or
illegal actvities, they should forward this information directly to the OCC for action. Should such
activities be discovered, we are quite confident that the OCC would take strong action against the
institution and individuals involved. Tam sure Members of Congress would also be interested, given
the great concern about predatory lending, in using congressional oversight authority to ensure that

the OCC 1s taking a strong stand.

We believe that this is the way the dual banking system should work. Under this approach,
state and local governments would not try to regulate fundamental activities of national banks, and
therefore the dual banking systemn would be maintained. At the same time, any problems that are
discovered by state and local enforcement authorities would be addressed by the regulator with the
expertise in supervising the national banking system. We believe this is the most efficient use of

enforcement resources.

A second approach, which 1s not inconsistent with the first, 1s the passage of targeted federal
legislation to address predatory lending. There are a number of areas where Congress has
determined that a federal approach to a given consumer protection issue is warranted, and the
Congress has been able to enact appropriate legislation without undermining the dual banking
system. As you know, this is the approach recently taken by the Congress with respect to the Fair

Credit Reporting Act.

We do understand that in many ways real estate lending 1s a local issue, as real estate markets
are, by and large, local. However, the huge impact of the secondary market on real estate lending 1s

evidence that a national approach to predatory lending may be the best solution. In fact, several
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state and local initiatives have immediately run afoul of the national secondary market, with the

result that those initiatives had to be changed.

Concerns about predatory lending could be addressed through both these approaches, and
we recommend that the Congress actively consider proposals for a national approach to predatory

lending,

Conclusion

In conclusion, the ABA believes that the OCC’s approach to national standards for national
banks and, in particular, predatory lending practices, is 2 measured one, grounded firmly in
traditional judicial preemption doctrine. The OCC’s rule preserves national standards for lending
and deposit-taking by national banks and strengthens the dual banking system. It eliminates much
of the uncertainty for national banks, thereby facilitating better planning and delivery of financial
services. Coupled with vigorous enforcement of fair dealing and high ethical standards for national
bank lending relationships with consumers, these standards for national banks will ensure that home
loans remain available to all consumers and that national banks do not engage in predatory or unfair

and deceptive practices.

The ABA appreciates the opportunity to provide our views on this important topic.



300

Attachment A
Federal Preemption Cases Involving National Banks

1870 — National Bank v. Commonwealth, 76 U.S. (9 Wall) 353. Shortly after the passage of the
National Bank Act, the U.S. Supreme Court held that a Kentucky tax on bank shares was not
preempted by the National Bank Act. Nonetheless, the Supreme Court stated that national banks
are —

... exempted from State legislation, so far as legislation may interfere with, or
impair their efficiency in performing the functions by which they are designed to
serve...

1896 — Davis v. Flmira Savings Bank, 161 U.8. 275. A New York State law that established
preferences for creditors of an insolvent bank was found to conflict with the terms of the National
Bank Act. In its opinion, the Supreme Court noted that national banks are federal instrumentalities,
and that state laws that either impair their efficiency or frustrate their authority are void:

National banks are instrumentalities of the Federal government, created for a
public purpose, and as such necessarily subject to the paramount authority of the
United States. It follows that an attempt, by a state, to define their duties or
control the conduct of their affairs is absolutely void, whenever such attempted
exercise of authority expressly conflicts with the laws of the United States, and
either frustrates the purpose of the national legislation or impairs the efficiencies
of the agencies of the Federal government to discharge the duties, for the
performance of which they were created.

1903 - Easton v. Towa, 188 1.8, 220. An Jowa law prohibiting the acceptance of deposits by
insolvent banks was found to be incompatible with the system of regulation established by the
National Bank Act. In its opinion, the Supreme Court noted that in passing the National Bank Act,
Congress created a banking system independent of state legislation:

[The National Bank Act] has in view the erection of a system extending
throughout the country, and independent, so far as powers conferred are
concerned, of state legislation, which, if permitted to be applicable, might impose
limitations and restrictions as various and numerous as the States.

1923 — First Nat'l Bank of San Jose v. State of California etal, 262 U.S. 366. A California statute
that provided for the transfer of dormant accounts to the state after a set period of time was found
to conflict with the National Bank Act. In its opinion, the Supreme Court again referred to national
banks as federal instrumentalities:

These banks are instrumentalities of the Federal Government. Their contracts
and dealings are subject to the operation of general and undiscriminatory state
laws which do not conflict with the letter of the general object and purposes of
congressional legislation. But any attempi to define their duties or control the
conduct of their affairs is void whenever it conflicts with the laws of the United
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States or frustrates the purposes of the national legislation or impairs the
efficiency of the bank to discharge the duties for which it was created.

1954 - Franklin Nat’l Bank v. New York, 347 U.S. 373. A New York law prohibiting the use of the
word “savings” in advertisements by certain state and national banks was found to interfere with the
enumerated authority of national banks to accept deposits. In its opmion, the Supreme Court noted
that the authority of the Federal Government to regulate national banks was settled over 40 years
before the passage of the National Bank Act, when the Court held that the states had no power to
tax or regulate the Second National Bank of the United States:

Since McCulloch v. State of Maryland ... it has not been open fo question that the
Federal Government may consiitutionally create and govern [national banks]
within the states.

1978 — Marquette Nat'l Bank of Minnesota v. First Omaha Services Corp., 439 U.S. 299. A
Minnesota usury law was held not to be applicable to national banks. This decision by the U.S,

Supreme Court stunulated the development of our national consumer credit system.

1982 - Fidelity Federal Savings & Loan Assn. v, de la Cuesta, 458 1.8, 141, A California law was

held not to appl}' to a due on sale clause used by a federal thrift. While this case involved a federal
thrift, the opinion issued by the U.S. Supreme Court stands for the proposition that a federal
regulation has the same preemptive effect as a federal statute.

1983 — Conference of State Bank Supervisors v. Conover, 710 F.2d 878. In this case, the U.S. Court
of Appeals for the District of Columbia upheld the preemptive effect of a real estate regulation
issued by the OCC, citing the Supreme Court ruling in the de la Cuesta case. In so doing, the Court
of Appeals emphasized the limitations of state laws on national banks:

It bears repeating that the entire legislative scheme is one that contemplates the
operation of state law only in the absence of federal laws and where such state
law does not conflict with the policies of the National Bank Act. So long as he
does not authorize activities that run afoul of federal laws governing the activities
of the national banks, therefore, the Comptroller has the power to preempt
inconsistent state law.

1996 - Barnett Bank of Marion County, N.A. v. Nelson, 517 17.8. 25. A Florida law that prohibited
banks from selling insurance was held to conflict with the insurance sales powers of national banks.

In 1ts opinion, the Supreme Court stated that state laws that “prevent or significantly interfere” with
the authorized powers of national banks are subject to preemption. Congress subsequently included
this “prevent or significantly interfere” phrase in the insurance provisions of the Gramm-Leach-

Bliley Act.

1996 - Smileyv. Citibank, 517 U.S. 735. A California law was held not to apply to a late payment
fee imposed on a credit card loan by an out-of-state national bank. In this case, the U.S. Supreme
Court expanded upon its earlier Marquette ruling, concluding that the provision of the National
Bank Act related to interest rates also overrides state laws on late payment fees.
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1999 — Baok One, Utah, N.A. v. Guttau, 190 F.3d 844 (8th Cir.). An Iowa law restricting the
operation of ATMs by out-of-state banks was held to conflict with the National Bank Act. In
reaching this decision, the Court of Appeals for the Eighth Circuit favorably cited a statement made
by the U.S. Supreme Court in the Barnett case:

Grants of both enumerated and incidental ‘powers’ to national banks [are] grants
of authority not normally limited by, but rather ordinarily pre-empting contrary
state law.

2001 — ABIA v. Duryee, 270 F.3d 409 (6th Cir)). An Ohio law that limited the ability of national
banks to sell msurance was found to infringe on the powers of national banks. Citing the Supreme
Court’s decision in the 1944 Anderson case, the U.S. Court of Appeals for the Sixth Circuit noted
that —

Pre-emption in the area of national banks may occur even if compliance with both
state and federal laws is possible where the state laws “infringe the national
banking laws or impose an undue burden on the performance of the banks’
functions”.

2002 — Bank of America v. City and County of San Francisco, 309 F.3d 551 (9™ Cir)). California
municipal ordinances that prohibited banks from charging ATM fees to non-depositors were found
to intrude on the powers of national banks. In doing so, the U.S. Court of Appeals for the Ninth
Circuit noted that —

The National Bank Act was enacted to protect national banks against intrusive
regulation by the States.

2003 — Wells Fargo Bank, N.A. v. Demetrios, 265 F.Supp. 2d 1162 (E.ID. Cal)). An attempt by the
State of California to license and examine a real estate subsidiary of a national bank was found to be
contrary to the National Bank Act. In so holding, the U.S. Court of Appeals for the Ninth Circuit
atfirmed that the preemptive power of the National Bank Act runs not only to a national bank, but
also to an operating subsidiary engaged in activities permissible for the parent:

Because [Wells” mortgage subsidiary] “is treated as a department or division of
its parent [national bank] for regulatory purposes,” the Commissioner lacks
visitorial power over [the subsidiary] just as it lacks visitorial power over [the
subsidiary’s| national bank parent. (Quote from a Wisconsin federal district
court case).

In the Wells case, the Court also cited a federal district court opinion (First Union Nat'l Bank v,
Burke) to emphasize that federal preemption does not detract from the inherent regulatory powers
of the states:

Under the national banking regulatory scheme, Congress does not direct the state
executive to affirmatively function in any particular way, nor does the OCC’s
exercise of exclusive visitorial powers over national baniks preclude the state
statutory enactments from being applied to national banks provided they are not
in conflict with and thus preempted by federal banking laws. By creating such a
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scheme, Congress has not seized the machinery of state government to achieve
federal purposes. The relegation of regulatory and supervisory authority over
federal instrumentalities to a single federal regulator does not interfere with the
Commissioner’s enforcement of state law against state banks, does not interfere
with the state’s enactment of non-preempited state banking law applicable io
national banks, does not preclude the Commissioner from seeing OCC
enforcement of state laws, and expressly leaves available judicial remedies to
compel national bank compliance with state law.

2003 — Beneficial Nat'l Bank v. Anderson, 123 S.Ct. 2058. A state law governing claims and
remedies related to usury was found to be contrary to the National Bank Act. In reaching this
conclusion, the Supreme Court noted that —

... this Court has also recognized the special nature of federally chartered banks.
Uniform rules limiting the liability of national banks and prescribing exclusive
remedies for their overcharges are an integral part of a banking system that
needed protection from “possible unfriendly State legislation.”
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Attachment B
OCC Preemption Rules Are Patterned After Long-Standing OT'S and
NCUA Preemption Rules

The Office of the Comptroller of the Currency (“OCC”) has regulations to preempt state
laws affecting the lending and deposit-taking activities of national banks and their operating
subsidiaries. The OCC’s regulations are patterned after long-standing regulations issued by the
Office of Thrift Supervision (“OTS”) and the National Credit Union Administration (“NCITA™).

Both OTS and NCUA have regulations that broadly preempt specific types of state lending
and deposit-taking laws for federal thrifts and federal credit unions. OTS also has extended its

preemption regulations to the operating subsidiaries of federal thrifts.

The NCUA regulation preempting state lending laws was adopted almost 20 years ago (see
12 C.F.R. § 701.21(b)). NCUA also has adopted a regulation that preempts state deposit-taking laswvs
(see 12 C.I*R. 701.35(c)).

The current OTS regulation preempting state lending laws has been in effect for over 7
years, and 1s based upon longstanding legal opinions by both OT'S and its predecessor, the Federal
Home Loan Bank Board (see 12 C.F.R. §560.2). OTS also has issued a regulation that preempts
state deposit-taking laws (see 12 C.F.R. § 557.12).

The following tables compare the OCC’s preemption regulations and the existing OTS and
NCUA preemption regulations. The first table illustrates the similarities between the types of state
laws preempted by the OCC regulations and those preempted by the existing OTS and NCUA
regulations. The second table lists the types of state laws that are 2ot preempted by the OCC
regulations and the existing O'T'S and NCUA regulations, and shows that the OCC regulation

expressly preserves more state laws than the existing O'T'S and NCUA regulations.
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Types of State Lending and Deposit-Taking Laws Preempted by the OCC
Regulations and the Existing NCUA and OTS Regulations

0OCC OTS NCUA
Abandoned and dormant accounts v v v
Aggregate amount of funds that may be .
lent on the security of real estate
Checking/share accounts v v v
Covenants and restrictions necessary to
qualify leaseholds as security property v
for a real estate loan
Credit reports, access to and use of v v
Credit terms v v v
Creditor insurance/credit
enhancements/risk mitigants M M
Due-on-sale clauses \4 \4 v
Fscrow, impound and similar accounts v v
Funds availability v
Interest rates and fees v v v
Licensing, registration, filings and Y v
reports
Loan-to-value ratios vt v v
Mandated statements and disclosure
requirements v v M
Mortgage origination, processing and v v
servicing
Repayment/disbursement v¥ v v
Savings account orders of withdrawal v v
Security property, including leaseholds v v v
Special purpose savings services
(deposit-taking) M M

*The OCC’s existing real estate lending regulation (12 C.F.R. §34) already preempts these categories
of state law.
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Types of State Laws Not Preempted by the OCC Rule

and the Existing OTS and NCUA Regulations

OCC OTS NCUA

Collection costs, attorneys’ fees v
Commercial v

Contract v v

Criminal v v

Debt collection v

Default conditions \2
Homestead (12 UUSC 146223 (D) v v

Incidental effect only v v

[nsurance v
Plain language requirements v
Real Property v v v
Taxation v

Torts v v

Zoning v
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY
FROM JOHN D. HAWKE, JR.

Q.1. Can you provide the Committee a brief overview of how the
issue of BSA compliance is handled by your examiners? Specifi-
cally, do the examiners look at a general program—a sort of list of
activities or programs the bank engages in? Do the examiners ever
1(})lok ast Ai()ndividual transactions to gauge a bank’s compliance with
the BSA?

A.1. The OCC has a longstanding commitment to combating money
laundering. We have always shared the Committee’s belief in the
importance of preventing the financial institutions we regulate
from being used, wittingly or unwittingly, to aid in money laun-
dering and, with the events of September 11, we are now equally
vigilant about the need to combat terrorist financing. We remain
totally committed to working with the law enforcement community
to assist in the investigation and prosecution of organizations and
individuals who violate the law and engage in money laundering,
terrorist financing, and other criminal acts.

The primary responsibility for compliance with the Bank Secrecy
Act (BSA) and anti-money laundering (AML) compliance rests with
the Nation’s financial institutions themselves—they represent the
front lines in the fight against money laundering. The OCC has a
statutory mandate to ensure that national banks comply with these
laws. Where deficiencies are noted, we take supervisory and en-
forcement actions to ensure that the bank promptly corrects them.

The OCC conducts regular examinations of national banks and
branches and agencies of foreign banks in the United States, cov-
ering all aspects of an institution’s operations, including compli-
ance with the BSA and review of AML efforts. The OCC monitors
compliance with the BSA and money laundering laws through its
BSA compliance and money laundering prevention examination
procedures. In September 2000, the OCC issued the latest version
of the Comptroller’s Handbook for National Bank Examiners
(Handbook) on BSA/AML compliance. The Handbook contains pro-
cedures designed to assess BSA compliance as well as identify
suspected money laundering. These risk-based procedures were de-
veloped by the OCC, in cooperation with the other Federal banking
agencies. The Handbook section also contains guidance in a host of
key areas such as suspicious conduct and transactions, customer
identification, high-risk areas, entities, and countries, and common
money laundering schemes. We are presently revising the Hand-
book and expect that a new version will be issued later in the year.
The new Handbook will contain revised examination procedures
covering the new regulations issued under the USA PATRIOT Act,
as well as updated information and guidance.

Strong internal policies, systems, and controls are the best assur-
ance of compliance with the reporting and recordkeeping require-
ments of the BSA and the money laundering laws. Consequently,
the Handbook’s procedures focus our examination efforts on a na-
tional bank’s system of internal controls, audits, policies, and pro-
cedures in the BSA/AML area. Where examiners note control weak-
nesses or when we receive a lead from a law enforcement or other
external source, the examiners are directed to test the bank’s poli-
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cies, systems, and controls by utilizing supplemental procedures
and reviewing certain individual transactions.

Combating money laundering depends on the cooperation of law
enforcement and regulatory agencies. Therefore, the OCC partici-
pates in a number of interagency working groups aimed at money
laundering enforcement, and meets on a regular basis with law en-
forcement agencies to discuss money laundering issues and share
information that is relevant to money laundering schemes.
Through these interagency contacts, we sometimes receive leads as
to possible money laundering in banks that we supervise. Using
these leads, we can target compliance efforts in areas where we are
most likely to uncover problems. For example, if the OCC receives
information that a particular account is being used to launder
money, our examiners would then review transactions in that ac-
count for suspicious funds movements.

In certain cases where the OCC suspects that serious violations
of the BSA or money laundering have occurred, we investigate.
Once the FCC opens an investigation, we can use our administra-
tive subpoena power to compel the production of documents and
testimony from individuals and entities both inside and outside of
the bank. This information is not only used for our supervisory
purposes, but also , when it is relevant to a potential criminal vio-
lation, it is shared with the appropriate criminal law enforcement
agencies. We also provide the proper State and Federal govern-
mental authorities with active assistance as well as documents, in-
formation, and expertise that are relevant to their money laun-
dering investigations. The OCC has conducted several investiga-
tions into suspected money laundering activities, and we continue
to closely cooperate with Federal criminal law enforcement agen-
cies. These investigations may result in both criminal convictions
and significant asset forfeitures. In addition, the OCC possesses
broad enforcement authority, including the power to issue cease
and desist orders, civil money penalties, and removals of bank offi-
cers, directors, and other institution-affiliated parties. From 1998
to 2003, the OCC has taken a total of 38 enforcement actions
based, in whole or in part, on BSA/AML violations.

All banks are required by regulation to report suspected crimes
and suspicious transactions that involve potential money laun-
dering or violate the BSA. In April 1996, the OCC, together with
the other Federal financial institution regulatory agencies, and the
Financial Crimes Enforcement Network (FinCEN), unveiled the
suspicious activity reporting system, suspicious activity report
(SAR) form, and database. This system provides law enforcement
and regulatory agencies online access to the entire SAR database.
Based upon the information in the SAR’s, law enforcement agencies
will initiate an investigation and, if appropriate, take action
against violators. By using a universal SAR form, consolidating fil-
ings in a single location, and permitting electronic filing, the sys-
tem greatly improves the reporting process and makes it more use-
ful to law enforcement and to the regulatory agencies. As of June
2003, banks and regulatory agencies had filed over 1.1 million
SAR’s, with national banks by far the biggest filers. Nearly 50 per-
cent of these SAR’s were for suspected BSA/money laundering vio-
lations.
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The OCC also uses the SAR database as a means of identifying
high-risk banks and high-risk areas within banks. In addition, the
OCC uses the SAR database to identify potential cases against
bank insiders and employees for administrative enforcement ac-
tions. For example, since 1996, through our review of SAR’s and its
predecessor, the criminal referral form, the OCC has prohibited
hundreds of individuals from participating in the banking industry.

In 1997, the OCC formed an internal task force on money laun-
dering called the National Anti-Money Laundering Group
(NAMLG). The purpose of the NAMLG is to serve as the agency’s
focal point for BSA/AML supervision. Through the NAMLG, the
OCC has embarked on several important projects.

One major project of the NAMLG involves the targeting of banks
that may be vulnerable to money laundering for examinations
using expanded-scope procedures. We select banks for these exami-
nations based on law enforcement leads or criteria developed by the
OCC. Through the years, we have conducted over 70 expanded-
scope AML examinations based on law enforcement leads and other
criteria.

The NAMLG has developed guidance to assist our examination
staff in targeting institutions that might be vulnerable to attempts
by individuals or institutions to engage in money laundering activi-
ties. The guidance sets forth a series of factors in developing a
prioritized list of institutions that are considered most susceptible
to money laundering. Some of the factors are the extent of funds
transfers to or from entities in foreign countries that are believed
to be money laundering havens; the extent of account relationships
with individuals and entities located or otherwise associated with
the above-referenced countries; the strength of the bank’s BSA/
AML program and monitoring mechanisms; and other factors
which may make the bank susceptible to money laundering.

The NAMLG has also worked with law enforcement agencies and
the other regulatory agencies to develop an interagency examiner
training curriculum that includes training on common money laun-
dering schemes. We are also continuing to work with the other
Federal banking agencies on new examination procedures to ad-
dress the USA PATRIOT Act requirements and ensure that they
are effective in identifying potential money laundering activities.

Other responsibilities of the NAMLG include sharing information
about money laundering issues with the OCC’s District offices; ana-
lyzing money laundering trends and emerging issues; and pro-
moting cooperation and information sharing with national and local
anti-money laundering groups, the law enforcement community,
bank regulatory agencies, and the banking industry.

The OCC believes that interagency coordination and cooperation
are critical to successfully addressing BSA and money laundering
issues. We actively participate in several interagency groups seek-
ing to curtail money laundering through financial institutions by
surfacing issues, sharing information, and making recommenda-
tions to improve money laundering enforcement and awareness.
These include the BSA Advisory Group, chaired by the U.S. Treas-
ury Department, which is composed of policy, legal, and operations
representatives from the major Federal and State law enforcement
and regulatory agencies involved in the fight against money laun-
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dering, as well as industry representatives, and the National Inter-
agency Bank Fraud Working Group, of which we have been a very
active member since its founding in 1984. We also work on an
international basis with the Financial Action Task Force, an inter-
governmental body whose purpose is the development and pro-
motion of policies to combat money laundering. In addition, we
have participated in various State and Treasury Department mis-
sions to assist foreign governments in their anti-money laundering
efforts. We expect that these international efforts will continue.

Since passage of the USA PATRIOT Act in 2001, the OCC has
been heavily involved in several interagency work groups tasked
with writing regulations to implement the new law. These work
groups have issued final rules implementing Sections 313/319(b)
(foreign shell banks), 314 (information sharing), and 326 (customer
identification) (the OCC was the lead drafter of the customer iden-
tification rule). We were also involved in drafting the interim final
rule implementing section 312 (foreign private banking and cor-
respondent banking). Now that the new regulations are in place,
the OCC is using the specialized procedures that we have devel-
oped with the other Federal banking agencies in our examinations
to ensure that banks are complying with the new requirements.

As mentioned above, the primary responsibility for ensuring that
banks are in compliance with the law remains with the bank’s
management and its directors. To aid them in meeting this respon-
sibility, the OCC devotes time to educating the banking industry
about its responsibilities under the BSA. In past years, this has in-
cluded active participation in conferences and training sessions
across the country. For example, in 2002 the OCC sponsored a na-
tionwide teleconference to inform the banking industry about the
USA PATRIOT Act. We will continue to be active in this area.

The OCC also provides guidance to national banks through: (1)
periodic bulletins that inform and remind banks of their respon-
sibilities under the law, applicable regulations, and administrative
rulings dealing with BSA reporting requirements and money laun-
dering; (2) publication and distribution of a guide in this area enti-
tled Money Laundering: A Banker’s Guide to Avoiding Problems; (3)
publication and distribution of the Handbook section; and (4) peri-
odic alerts and advisories of potential frauds or questionable activi-
ties, such as the alerts on unauthorized banks.

Q.2. Has Riggs met the deadlines established in the Order? Are
you satisfied with their progress to date?

A.2. Because our answer to this question would entail disclosure of
confidential supervisory information involving an open bank, it
would be inappropriate to respond in this context. Our staff has
briefed members of the Committee staff and would be willing to do
so again if it would be useful to the Committee. Please be assured,
however, that Riggs continues to receive a great deal of scrutiny
from this office. We are continuing to closely monitor the corrective
action that the bank has taken in response to the Order, and we
are prepared to take additional actions if necessary.

Q.3. Given the emphasis on the SAR as a tool that would allow
bank examiners and others in the Government to gauge whether
the integrity of the banking system is being exploited by criminals
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and terrorists, is the OCC adequately resourced, trained, and
staffed to examine the banks under your jurisdiction to fully in-
spect their compliance with the BSA?

A.3. Yes, we believe that we have adequate and properly trained
staff to fulfill our responsibilities. We also recognize that maintain-
ing an adequate number of staff, with appropriate training to
maintain a high level of expertise, is an ongoing challenge. The
OCC has approximately 1,700 field examiners that are involved in
conducting examinations of national banks. Many of these exam-
iners are not only responsible for assessing safety and soundness,
but also compliance with applicable laws including the BSA. We
also have BSA/AML specialists in our Washington, DC head-
quarters office. In addition, the OCC has a full-time examiner in
the Offshore Banking and Fraud Unit in Washington, DC, who is
responsible for tracking the activities of offshore shell banks and
other types of suspicious activities that may be designed to defraud
legitimate banks and the public. Over the years, this unit has
issued hundreds of industrywide alerts involving unauthorized
banks, some of which are suspected of being money-laundering ve-
hicles.

With respect to training, OCC AML training is considered the
best in the regulatory industry. In fact, the World Bank recently
contracted with the OCC to tape our international BSA school for
worldwide broadcast. We conducted AML training for foreign bank
supervisors (examiners) two to three times per year for the past 4
years (over 250 foreign supervisors). And we partnered with the
State Department to provide AML Training to high-risk jurisdic-
tions, including selected Middle Eastern countries. We consistently
provide instructors to FFIEC schools, which are now patterned
after the OCC’s school. OCC AML schools have trained over 600
OCC examiners over the past 5 years.

Q.4. You have recently named Mark Levonian as the Deputy
Comptroller for Modeling and Analysis, a new position. Do you see
his duties as including a quantitative analysis of the risk created
within the banking community for failure to comply with BSA re-
quirements? Better explained, will he create models, which will
allow the OCC and others within the Government to focus limited
resources by using models to identify banks, which are most at risk
to be used for illicit purposes?

A.4. No, Mr. Levonian was hired by the OCC because of his exper-
tise in modeling various financial risks in banking, that is those as-
sociated with credit risk, derivatives, interest rate risk, etc. He will
head a group within our Economics Department that provides ex-
pertise on modeling financial risk issues to our examiners.

However, identifying banks having higher risk profiles with re-
spect to the BSA may also be addressed with qualitative assess-
ments, and we are experimenting with some judgmental models in
this regard. By doing so, we hope to make the most productive use
of our resources, as well as identify banks with higher potential for
BSA/AML problems. These judgmental models consider high-risk
factors such as:
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e Bank transactions with countries considered to be bank secrecy
havens, drug source countries with stringent financial secrecy
laws, or emerging countries seeking hard currency investments.

e Banking activity in high-intensity drug trafficking areas (HIDT
A) or high-intensity money laundering and related financial
crime areas (HIFCA).

e Transactions with cash intensive businesses such as currency ex-
change houses, money transmitters, check cashing facilities, con-
venience stores, restaurants, retail stores, or parking garages.

e Products and services related to the transfer of money, such as
remittances, wire funds transfer, pouch activity, international
correspondent banking relationships, payable through accounts,
international brokered deposits, or special use accounts.

e Foreign private banking, foreign correspondent accountholders,
or politically exposed persons (PEP’s).

e Excessive currency flows (currency flows between the Federal Re-
serve Banks and depository institutions).

e Unusual suspicious activity reporting patterns.

e Unusual large currency transaction reporting patterns.

¢ Information from law enforcement.

The OCC is committed to preventing national banks from being
used to launder the proceeds of the drug trade and other illegal ac-
tivities. With these, and other AML initiatives, active interagency
working groups, increased international cooperation, and a com-
mitted industry, the OCC intends to make substantial additional
progress in preventing the Nation’s financial institutions from,
wittingly or unwittingly, being used to launder money and engage
in terrorist financing. We stand ready to work with Congress, the
other financial institution regulatory agencies, the law enforcement
agencies, and the banking industry to continue to develop and im-
plement a coordinated and comprehensive response to the threat
posed to the Nation’s financial system by money laundering and
terrorist financing.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR SARBANES
FROM JOHN D. HAWKE, JR.

Q.1. A critical issue raised during the Senate Banking Committee
hearing on April 7 involved the extent to which national banks and
their State-chartered operating subsidiaries are engaged in preda-
tory lending practices. In order to begin to develop a basis for re-
viewing this question, please provide the Committee with a list
containing the names of all operating subsidiaries engaged in
subprime mortgage lending, their location, and parent bank. The
Committee would like to receive this information by the end of
May.

A.1. The attached table lists the names of national bank operating
subsidiaries, their location, and their parent bank. A version of this
table is available on the OCC’s website at www.occ.treas.gov/
OpSublist.pdf. This list includes operating subsidiaries that do
business directly with consumers, the activities of which are not
functionally regulated by another regulator. (Many other operating
subsidiaries are engaged in activities such as securities brokerage
and insurance sales, which cause them to be “functionally regu-
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lated” by securities or insurance regulators, rather than the OCC,
pursuant to the Gramm-Leach-Bliley Act.) Operating subsidiaries
marked in red text are engaged in subprime mortgage lending.

Q.2. I would like to ask about the application of your preemption
standard to State antidiscrimination laws. It is my understanding
that you have taken the position, in response to questions sub-
mitted to you by Reps. Kelly and Gutierrez, that “State anti-
discrimination laws are not preempted by the regulations. The rule
only preempts those types of State laws pertaining to making loans
and taking deposits that appear on the list contained in the rule
. . . Any question about the applicability of a particular State anti-
discrimination law would be dealt with on a case-by-case basis, ap-
plying the “obstruct, impair, or condition’ analysis.”

I would like to ask you how that would work in practice. For ex-
ample, the State of Michigan has an antidiscrimination/
antiredlining law that prohibits State or federally chartered banks
and other lenders from denying a loan or varying the terms of the
loan contract (interest rate, term of maturity, or the percentage re-
quired for a downpayment) due to racial or ethnic characteristics
or trends of a neighborhood.

Among other things, the law requires the lender to make avail-

able for public distribution at the home location and at each branch
a pamphlet or document explaining in general terms the lender’s
criteria for the approval or denial of a loan application. The pam-
phlet must prominently state that a person has the right to make
a loan inquiry and file a written application for a mortgage or
home improvement loan and receive a written response to the ap-
plication. The law also requires the institution to retain for 25
months after the application is submitted a complete record of each
loan application, its disposition, and any other documents relating
to the application. Would the Michigan antidiscrimination law be
preempted in whole or part under the OCC regulation? Why?
Would the general prohibition on varying the loan terms based on
the racial or ethnic composition of a neighborhood be preempted?
Why? Would the requirement that lenders make a pamphlet avail-
able explaining the general terms of the lender’s criteria for ap-
proval or denial of a loan application be preempted? Why? Would
the record retention requirement be preempted? Why?
A.2. The preemption rule adds provisions to our regulations ex-
pressly addressing the applicability of certain types of State laws
to national banks’ lending and deposit-taking activities. The listed
types of laws are ones that already are preempted under long-
standing, preexisting OCC regulations, have been found to be pre-
empted in OCC preemption opinions, have been found to be pre-
empted by the courts, or have been determined to be preempted for
Federal thrifts by the Office of Thrift Supervision. Thus, they are
types of laws for which substantial precedent exists recognizing the
interference they pose to the ability of federally chartered institu-
tions to operate under uniform Federal standards.

The regulation only preempts the types of laws that are listed in
the regulation. State antidiscrimination laws are not listed in the
regulation. We evaluate laws not listed in the regulation under the
preexisting, judicially established standards for Federal preemp-
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tion. Under existing judicial precedent, laws that prohibit the de-
nial of a loan or the variance in loan terms based on the racial or
ethnic characteristics or trends of a neighborhood would not be pre-
empted.

For example, in National State Bank v. Long, 630 F.2d 981 (3d
Cir. 1980), the U.S. Court of Appeals for the Third Circuit was
asked to consider whether a New Jersey antiredlining statute simi-
lar to the Michigan statute you describe was preempted by Federal
banking laws. The New Jersey law prohibited geographic discrimi-
nation; required lenders to compile and disclose to the public statis-
tical information concerning the number and amount of mortgages
originated or purchased annually and the locations of the prop-
erties; and authorized the New Jersey Banking Commissioner to
bring enforcement actions against lenders that violated the statute.
The Court held that insofar as the New Jersey statute required dis-
closure of mortgage statistics, it was preempted by the Federal
Home Mortgage Disclosure Act of 1975.1 The Court also deter-
mined that the antidiscrimination provision of the New Jersey law
was not preempted, however. Finally, the Court held that the stat-
ute could be enforced against national banks by the OCC, but not
by State officials.

As the Long case demonstrates, whether the portions of the
Michigan statute that do not concern redlining are preempted de-
pends on whether they conflict with Federal law. The record reten-
tion requirement in the Michigan statute appears not to be an
issue because it is substantially similar to the record retention re-
quirements of the Equal Credit Opportunity Act (ECOA).2

Whether the Michigan statute’s requirement that a lender make
available a pamphlet explaining the lender’s loan approval criteria
is preempted would depend on its specifics. If the pamphlet re-
quirement is essentially a precondition to making the loan, the
requirement would be preempted under the judicial precedent em-
bodied in American Bankers Ass’n v. Lockyer, 239 F.Supp.2d 1000
(E.D. Cal. 2002), in which the Court considered whether a Cali-
fornia law requiring lenders to make certain disclosures in connec-
tion with credit card lending was preempted for national banks and
other federally chartered lenders. The California law’s required dis-
closures were found by the Court to limit a national bank’s power
to establish the terms and conditions of credit as well as manage
its credit accounts, and the Court held that it was preempted by
the National Bank Act and OCC regulations. Our recently enacted
regulation, at 12 CFR §34.4(a)(10) codifies a position on preemp-
tion of disclosure requirements that is consistent with the holding
of the Court in Lockyer.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR JOHNSON
FROM JOHN D. HAWKE, JR.

Q.1. Have you analyzed whether State-chartered institutions in
States with “wild card” statutes will be able to operate under the
new OCC preemption rules? If you have not, I would ask that you
conduct a survey of how many States have such statutes, and what

112 U.S.C. §§2801-2809 (1976).
212 CFR §202.12.
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effect those provisions would have in terms of numbers of institu-
tions potentially covered by the rule.

A.1. Many States have wild card statutes, which vary in their
scope and implementation. Some arguably pertain to permissible
activities, and some wild card statutes require the State banking
commissioner (or the equivalent official) to trigger their applica-
tion. In general, this information is contained in the 2002 Con-
ference of State Bank Supervisors publication, Profile of State
Chartered Banking. We attach copies of the relevant pages from
that publication. For more detail on how the statutes are adminis-
tered, we would defer to the CSBS and the individual States.

Some States also have adopted parity or “wild card” statutes for
specific activities. For example, we are aware of three State preda-
tory lending laws that exempt State institutions in the event that
the State law is preempted with respect to federally chartered in-
stitutions:

Colorado: Any provision of Colorado’s Act Concerning Protection
of Consumers’ Home Ownership Equity that is preempted by Fed-
eral law with respect to a national bank or Federal savings associa-
tion shall also, to the same extent, not apply to an operating sub-
sidiary of a national bank or Federal savings association, nor to a
bank chartered under the laws of Colorado or any operating sub-
sidiary of such a State chartered bank.!

Georgia: State banks, trust companies, savings associations,
credit unions, and their respective subsidiaries are exempt from
the Georgia Fair Lending Act (GFLA) if Federal law preempts or
has been determined to preempt the application of the GFLA to
any federally chartered bank, trust company, savings association,
or credit union. Such Federal preemption shall apply only to the
same type of State-chartered entity as the federally chartered enti-
ty affected.?2 There is legislation currently pending that would re-
peal this provision.3

Wisconsin: State-chartered banks, trust companies, savings and
loans associations, savings banks, credit unions, and their respec-
tive subsidiaries are exempt from the Wisconsin statute to the ex-
tent Federal law preempts or prohibits the application of the stat-
ute to federally chartered banks, trust companies, savings and
loans associations, savings banks, credit unions, and their respec-
tive subsidiaries.*

In addition, in January 2004, New Mexico issued a regulation
to ensure that all New Mexico-chartered banks have the same pow-
ers and authority as federally chartered savings associations.?

Q.2. I am interested in hearing more about how the wording in the
national bank charter differs from that of the Federal thrift or
credit union charters. My understanding is that the national bank
charter does not grant “field preemption” to the OCC. Leaving
aside whether the OCC has exceeded its preemption authority in
the current instance, would you please provide examples of, in your

1Colo. Rev. Stat. § 5-3.5-303(2).
2Ga. Code Ann. § 7-6A-12.
3 Ga. House Bill 1171, §6.
42003 Wisconsin Act 257 (to be codified at Wis. Stat. §428.211).
512.16.76.9 NMAC.
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view, what would be permitted under a field preemption standard
that is not available to the OCC under its charter?

A.2 State laws are preempted by Federal law, and thus rendered
invalid with respect to federally chartered entities (for example,
national banks, Federal thrifts, and Federal credit unions) by oper-
ation of the Supremacy Clause of the U.S. Constitution.® The Su-
preme Court has identified three ways in which this may occur.
First, Congress can adopt express language setting forth the exist-
ence and scope of preemption.” Second, Congress can adopt a
framework for regulation that “occupies the field” and leaves no
room for States to adopt supplemental laws.®8 Third, preemption
may be found when State law actually conflicts with Federal law.
Conflict will be found when either: (i) compliance with both laws
is a “physical impossibility;”® or (ii) when the State law stands “as
an obstacle to the accomplishment and execution of the full pur-
poses and objectives of Congress.” 10

The OTS has issued regulations asserting that it “occupies the
field” of deposit-taking and lending regulation for Federal thrifts.11
But the OTS rule carves out of this regulatory field a number of
State laws. Thus, despite its declared intention, the OTS rule does
not appear to reflect full field preemption.

If it did, one might expect the result that no State law affecting
deposit-taking or lending would apply to Federal thrifts, regardless
of how attenuated the law’s relationship is to those core activities.
Instead, the OTS has listed in its regulations types of State laws
that generally do apply to Federal thrifts.

In our preemption rulemaking, the OCC considered whether to
adopt an occupation of the field approach to the applicability of
State law in the real estate lending area. We concluded that the
statutory authority provided to the OCC by 12 U.S.C. §§93a and
371 was comparably broad to the OTS’s statutory authority, but we
declined to assert occupation of the field with respect to national
banks’ real estate lending activities. Rather, our preemption rule
lists particular types of State laws that are preempted with respect
to national banks in the deposit-taking and lending areas (includ-
ing real estate lending). Separately, it lists types of State law that
generally are not preempted. Under an unqualified field preemp-
tion approach, laws on this second, not-preempted list would likely
be preempted, as would a number of other types of State laws
ranging from State unfair and deceptive practices statutes to mort-
gage recordation requirements.

Under the OCC’s preemption rule, questions about the applica-
bility of State laws that are not listed as preempted will be re-
solved by applying the same substantive, Constitutional stand-
ards—as articulated by the Supreme Court and lower Federal

6“This Constitution, and the Laws of the United States which shall be made in Pursuance
thereof . . . shall be the supreme Law of the Land; and the Judges in every State shall be
bound thereby, anything in the Constitution or Laws of any State to the Contrary notwith-
standing.” U.S. Const. art. VI, cl. 2.

7See Jones v. Rath Packing Co., 430 U.S. 519, 525 (1977).

8See Rice v. Santa Fe Elevator Corp., 331 U.S. 218, 230 (1947).

9 Florida Lime & Avocado Growers, Inc. v. Paul, 373 U.S. 132, 143 (1963).

10 Hines v. Davidowitz, 312 U.S. 52, 67 (1941); Barnett Bank of Marion County, N.A. v. Nelson,
517 U.S. 25, 31 (1996) (quoting Hines).

11 Although the OTS asserts in its rules that is occupies the field of lending and deposit-taking
regulation for Federal savings associations, its
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courts—that have governed preemption analysis since the inception
of the national bank charter.

Q.3. Do you support efforts to craft a Federal predatory lending
law? If not, why not? Would your position change if the OCC rule
is upheld by the courts?

A.3. As we have said repeatedly, predatory and abusive lending
practices are inconsistent with national objectives of encouraging
homeownership and community revitalization, and can be dev-
astating to individuals, families, and communities. Our Advisory
Letters on predatory lending,'2 our pioneering enforcement actions
resulting in substantial restitution to affected consumers, together
with the new anti-predatory lending provisions in the preemption
rule demonstrate that we do not tolerate abusive or predatory lend-
ing practices by national banks or their operating subsidiaries.

The key issue in any effort to develop new Federal anti-predatory
lending legislation is whether the legislation could be crafted to
target predatory lending practices effectively without materially re-
ducing availability of non-predatory, but risk-priced subprime cred-
it. Our support for such legislation would not depend on whether
our rule, if challenged, is upheld by the Federal courts, but on
whether the legislation achieves that goal.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR MILLER
FROM JOHN D. HAWKE, JR.

Q.1. Mr. Hawke, I understand the Georgia State Banking Commis-
sioner wrote to you on August 21, 2003, requesting clarification on
several matters relating to the OCC’s preemption of the Georgia
predatory lending statute. And my staff person had contacted your
staff people around the middle of February—after your rule was re-
leased—about getting a response for Commissioner Sorrell. Your
staff kept delaying us. Finally, your response came to Commis-
sioner Sorrell on April 2, 2004. Please tell me why it took such a
long time to respond to Commissioner Sorrell?

A.1. The OCC issued its Preemption Determination and Order con-
cerning the Georgia Fair Lending Act (GFLA)! in late July 2003,
and at the same time we proposed the adoption of the preemption
rule. The proposed rule raised the possibility that the answers to
Commissioner Sorrell’s questions would be affected by the final
preemption rulemaking. For this reason, we initially delayed re-
sponding to Commissioner Sorrell’s inquiry pending the adoption of
the final rule.

Following the adoption of the final rule,2 on January 8, 2004,
First Senior Deputy Comptroller and Chief Counsel Julie Williams
wrote to Commissioner Sorrell. Ms. Williams apologized for the
delay in responding and explained that because we had been delib-
erating the final form of the rule, and because its final form could
have superceded Commissioner Sorrell’s questions concerning the
Preemption Determination, we had concluded that it was best to
resolve our rulemaking before responding to his inquiry. Because

12See OCC Advisory Letter 2003—2, “Guidelines for National Banks to Guard Against Preda-
tory and Abusive Lending Practices” (Feb. 21, 2003) and OCC Advisory Letter 2003—-3, “Avoiding
Predatory and Abusive Lending Practices in Brokered and Purchased Loans” (Feb. 21, 2003).

168 Fed. Reg. 46264 (July 30, 2003).

2469 Fed. Reg. 1904 (January 13, 2004).
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the rulemaking had been resolved, Ms. Williams assured Commis-
sioner Sorrell that we would then review his questions in light of
the final regulation and respond to them.

From that point, unfortunately, the press of work resulted in
delays that we regret. On March 16, 2004, the Comptroller sent a
letter of further apology to Commissioner Sorrell. Sixteen days
later, we provided our full response to the Commissioner.

Q.2. Mr. Hawke, my Georgia Banking Commissioner tells me that
the reason the States are so upset with your rule—very simply is
that they feel the OCC is making new Federal law and a major
public policy change, sweeping aside State laws as they apply to
national banks and national bank subsidiaries, without Congres-
sional action and without a public debate. The States are not con-
cerned about a Federal law written by Congress that applies uni-
formly across the country, but the States are greatly concerned
where an unelected Federal regulatory agency is expanding its au-
thority without Congressional authorization. They think your un-
authorized rule damages the dual banking system across all States.

Please tell me why the OCC decided to adopt its broad reaching
rule without a public debate on the issue before Congress since the
rule was rigorously and unanimously opposed by the Nation’s gov-
ernors, State legislators, attorneys general, State bank supervisors,
and consumer organizations who all urged public debate and Con-
gressional review? Where do you derive your specific authorized
regulatory authority to do this?

A.2. To begin, it is useful to review our reasons for adopting the
rule. As you point out, many commenters opposed the rule and sug-
gested that the OCC should have waited longer before finalizing
our rules. Please be assured that we considered these comments
and timing concerns carefully, but we ultimately concluded that
taking action, following a formal rulemaking process, was both re-
spectful of the role of Congress and the course most consistent with
our responsibilities as supervisors of the national banking system.

We reached this conclusion for several related reasons. First, the
laws under which we acted exist today, and the principles incor-
porated in our preemption regulation are not new. Precedents of
the Supreme Court dating back to 1869 have addressed preemption
in the context of national banks and have consistently and repeat-
edly recognized that national banks were designed by Congress to
operate, throughout the Nation, under uniform, federally set stand-
ards of banking operations.3 As a result, there is an extensive body
of Federal court precedents that reiterate and apply preemption
principles to a variety of different types of State laws.# Yet, banks

3See Barnett Bank v. Nelson, 517 U.S. 25, 31-37 (1996) (reviewing and relying on prior na-
tional bank preemption cases).

48See, e.g., Bank of America v. City & County of San Francisco, 309 F.3d 551 (9th Cir. 2002),
cert. denied, 123 S. Ct. 2220, 2003 U.S. LEXIS 4253 (May 27,2003) (the National Bank Act and
OCC regulations together preempt conflicting State limitations on the authority of national
banks to collect fees for the provision of electronic services through ATM’s; municipal ordinances
prohibiting such fees are invalid under the Supremacy Clause); Wells Fargo Bank, Texas, N.A.
v. James, 321 F.3d 488 (5th Cir. 2003) (Texas statute prohibiting certain check cashing fees is
preempted by the National Bank Act); Metrobank v. Foster, 193 F.Supp. 2d 1156 (S.D. Iowa
2002) (national bank authority to charge fees for ATM use preempted Iowa prohibition on such
fees). See also Bank One, Utah v. Guttau, 190 F.3d 844 (8th Cir. 1999), cert. denied sub nom
Foster v. Bank One, Utah, 529 U.S. 1087 (2000) (holding that Federal law preempted Iowa re-
strictions on ATM operation, location, and advertising).
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increasingly have been forced to litigate—sometimes repeatedly on
the same issue—to clarify the applicability of specific types of State
laws, and the OCC has issued separate legal opinions that address
the applicability of State law. As national banks operate in an in-
creasingly complex and multi-State environment, the shortcomings
of this expensive and time-consuming case-by-case approach have
become increasingly apparent. In addition, the financial and oppor-
tunity costs to banks of a case-by-case approach may be signifi-
cant—especially where repetitive litigation becomes necessary to
establish clear standards.

Rather than continuing to address preemption issues on a piece-
meal basis, the preemption rules address them collectively—by
clarifying and codifying prior judicial and OCC interpretations
based on long-established Constitutional principles—to provide
clear ground rules for national banks concerning the applicability
of specified types of State laws. This has become more important
in recent years as markets for credit, deposits, and many other fi-
nancial products and services are have become national, if not
international. Now, more than ever before, the imposition of an
overlay of 50 State and an indeterminate number of local standards
and requirements on top of the Federal requirements and OCC su-
pervisory standards to which national banks already are subject
has costly consequences that can materially affect a national bank’s
ability to serve its customers.

Second, the continuing uncertainty about the applicability of
State laws has already negatively affected national banks’ ability
to lend in certain markets and to access the secondary market, a
curtailment of their business that is not only inconsistent with
their federally authorized powers but also one that has the poten-
tial to adversely affect credit availability. It is worthy of note that
recently Standard & Poor’s announced it will now require signifi-
cant additional credit support for certain loans governed by anti-
predatory lending laws that are included in its rated transactions
in order to address the effect of the potential damages associated
with these loans.5 Some industry analysts have interpreted this ac-
tion to mean that loans subject to these State laws will not be
viewed favorably in securitization pools.® Without a certain sec-
ondary market for these loans, banks making risk-priced loans cov-
ered by this type of State law will be required to hold more of these
loans to maturity. This, in turn, ties up more of a bank’s capital
as it carries the mortgage assets on its books, and thus adversely
affects the ability of the bank to originate or acquire other real es-
tate loans.

Moreover, we believed that the addition of anti-predatory lending
standards to our lending rules materially reinforces national banks’
obligation to operate pursuant to the highest standards of integrity.
Delaying the implementation of those standards was, accordingly,
inconsistent with our responsibility to ensure that national banks
satisfy those obligations.

5Standard & Poor’s Implements Credit Enhancement Criteria and Revises Representation
and Warranty Criteria for Including Anti-Predatory Lending Law Loans in U.S. Rated Struc-
tured Finance Transactions (May 13, 2004).

6 American Banker, Predator Laws: S&P’s Awkward Position (May 18, 2004).
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With this background, your question raises several important
issues. Your question suggests that the preemption rule is a dra-
matic expansion of preemption. We believe it is not. The preemp-
tion rule adds provisions to our regulations expressly addressing
the applicability of certain types of State laws to national banks’
lending and deposit-taking activities.” The rule only preempts the
types of laws concerning deposit-taking and lending that are listed
in the regulation. The listed types of laws are ones that already are
preempted under longstanding, preexisting OCC regulations, have
been found to be preempted in OCC preemption determinations,
have been found to be preempted by the courts, or have been deter-
mined to be preempted for Federal thrifts by the OTS. Thus, they
are types of laws for which substantial precedent exists recognizing
the interference they pose to the ability of federally chartered insti-
tutions to operate under uniform Federal standards.

For the many types of laws that are not listed in the regulations,
the OCC will continue to evaluate whether such laws are pre-
empted under the preexisting, judicially established standards for
Federal preemption that are summarized by the “obstruct, impair,
or condition” phrasing contained in the rule. This phrase does not
itself preempt any State law; rather we intended it simply to distill
the standards that we believe the courts would look to in deciding
i]uestions of preemption for the types of laws not listed in the regu-
ation.

Third, you question the OCC’s authority to adopt the preemption
rule. Federal law authorizes the OCC to issue rules that preempt
State law in furtherance of our responsibility to ensure that na-
tional banks are able to operate to the full extent authorized under
Federal law, notwithstanding inconsistent State restrictions, and in
furtherance of their safe and sound operations. The deposit-taking
and non-real estate lending provisions in the preemption rule are
authorized by 12 U.S.C. §93a, which authorizes the OCC “to pre-
scribe rules and regulations to carry out the responsibilities of the
office.” The real estate lending provisions are authorized by Section
93a and by 12 U.S.C. 371(a), which authorizes the OCC to “pre-
scribe by regulation or order” the “restrictions and requirements”
on national banks’ real estate lending power without State-imposed
conditions. The U.S. Court of Appeals for the D.C. Circuit recog-
nized that these statutes give the OCC authority to issue regula-
tions with preemptive effect. Over 20 years ago, the Court said:

It bears repeating that the entire legislative scheme is one that contemplates the
operation of State law only in the absence of Federal law and where such State law
does not conflict with the policies of the National Banking Act. So long as he does
not authorize activities that run afoul of Federal laws governing the activities of the
gationlal bagnks, therefore, the Comptroller has the power to preempt inconsistent

tate laws.

Fourth, you note others have expressed concern that the preemp-
tion rule may damage the dual banking system. Frankly, this con-
tention is surprising, since, far from damaging the dual banking
system, the rule is fully consistent with it. Distinctions between
State and Federal bank charters, powers, supervision, and regula-

7Fed. Reg. 1904 (January 13, 2004).
8 Conference of State Bank Supervisors v. Conover, 710 F.2d 878 (D.C. Cir. 1983) (emphasis
added).
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tion are not contrary to the dual banking system; they are the es-
sence of it. Clarification of how the Federal powers of national
banks preempt inconsistent State laws is entirely consistent with
the distinctions that make the dual banking system dual.

The national and State charters each have their own distinct ad-
vantages. Indeed, today State banking regulators vigorously assert
that the State charter is superior, pointing to various consider-
ations, including the difference in assessments paid by State banks
compared to national banks. But many national banks engage in
multi-State businesses that may particularly benefit from the effi-
ciency of a uniform, nationwide system of laws and regulations.
Customers of national banks enjoy protections that are as strong
as—and in some cases stronger than—those available to customers
of State banks. And they also benefit from the efficiencies of the
national banking system, and predictable, uniform, consistent regu-
lation. The dual banking system offers American consumers a
choice—those who believe the State system offers greater protec-
tions, or desirable variety, are free to make that choice.

Q.3. If you do not know the breadth of national bank operating
subsidiary numbers and therefore their activities, why were they
included in the rulemaking? Do any of these national bank subsidi-
aries engage in making subprime mortgage loans and if so are
these subprime mortgage loans examined by the OCC?

A.3. The preemption rule made no changes to the OCC’s pre-
existing operating subsidiary rules. The rule covers operating sub-
sidiaries by operation of 12 CFR §5.34, which provides that na-
tional bank operating subsidiaries conduct their activities subject
to the same terms and conditions as apply to the parent banks, and
12 CFR §7.4006, which provides that State law applies to oper-
ating subsidiaries to the same extent as it applies to the parent
bank. Finally, 12 CFR §34.1(b) expressly provides that the OCC’s
real estate lending rules apply both to national banks and their op-
erating subsidiaries. The rules have contained provisions pre-
empting aspects of State laws with respect to both national banks
and their operating subsidiaries since 1996.

The OCC supervises national banks’ compliance with consumer
protection laws and anti-predatory lending standards through pro-
grams of ongoing supervision tailored to the size, complexity and
risk profile of different types of banks, and through targeted en-
forcement actions. National banks and national bank operating
subsidiaries are subject to comprehensive—and in the case of the
largest banks, continuous—supervision. With a network of approxi-
mately 1,700 examiners, the OCC conducts risk-based examina-
tions of national banks and national bank operating subsidiaries
throughout the United States. Thus, for example, whether a na-
tional bank conducts its mortgage lending business in a depart-
ment of the bank, in a branch, or in an operating subsidiary, OCC
(siupervision focuses on that line of business wherever the bank con-

ucts it.

The attached table lists the names of national bank operating
subsidiaries, their location, and their parent bank. A version of this
table is available on the OCC’s website at www.occ.treas.gov/
OpSublistpdf. This list includes non-functionally regulated oper-
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ating subsidiaries that do business directly with consumers. (Many
other operating subsidiaries are engaged in activities such as secu-
rities brokerage and insurance sales, which cause them to be “func-
tionally regulated” by securities or insurance regulators, rather
than the OCC, pursuant to the Gramm-Leach-Bliley Act) Please
refer to our answer to Senator Sarbanes’ first question with respect
to subprime mortgage lending activity by national bank operating
subsidiaries.

Q.4. Mr. Hawke, What is your vision now of the relationship be-
tween State and Federal enforcement regulators in enforcing both
State and Federal law as financial institutions participate in global
and national markets?

A.4. We believe the relationship should be cooperative and respect-
ful, and we welcome the opportunity to work cooperatively with
State authorities. Our jurisdiction over national banks and their
subsidiaries does not deprive State regulators of a role in pro-
tecting consumers in their States. Our rules do not affect the abil-
ity of States to regulate or take enforcement action when Federal
law authorizes them to do so, for example, in the securities, insur-
ance, and telemarketing areas. Nor do the rules prevent State offi-
cials from applying and enforcing generally applicable State laws
that do not attempt to control the content or conduct of national
banks’ banking activities.

We are hopeful that a constructive dialogue will soon emerge
with State officials. It makes no sense for the OCC and the States
to be locked in some kind of competition to supervise the same in-
stitutions when supervisory and enforcement resources are so dear,
and, as a result, so many institutions—overwhelmingly nonbanks
that probably need it most—may be effectively undersupervised.

The OCC took an important step in the direction of this dialogue
in our recent Advisory Letter concerning how national banks and
their subsidiaries should handle consumer complaints forwarded by
State authorities. We made clear that a complaint forwarded by a
State official for resolution did not constitute an illegal “visitation”
under the National Bank Act, and that national banks should not
cite the OCC’s exclusive visitorial power as a justification for not
addressing the complaint. Nor should they resist a request from
the referring State agency for information on how the complaint
was resolved.

We also described how States may refer consumer issues con-
cerning national banks to the OCC, including directly to the Chief
Counsel’s office, and the special procedures we have set up to han-
dle and track these referrals. By coordinating our resources and
working cooperatively with the States, we can maximize benefits to
consumers, close gaps between existing consumer protection laws,
and most effectively target financial predators. We welcome further
dialogue with the States to explore these mutual goals.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR JOHNSON
FROM ROY COOPER

Q.1. If T understand your position correctly, you would like Con-
gress, in effect to nullify the OCC preemption rule. What is your
position with respect to the preemptive authority of federally char-
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tered thrifts and credit unions? Are you asking Congress to modify
those charters to prevent preemption of State consumer protection
laws, and if not, why not? What distinctions do you see between
national banks and these other federally chartered entities?

A.1. Yes, I believe Congress should nullify the OCC’s preemption
and visitorial powers rules. The OCC’s legal authority differs from
that of the OTS and the NCUA. Without conceding that the OTS
and NCUA have acted within their authority to preempt State con-
sumer protection laws, their authorizing statutes grants them more
explicit authority than the National Banking Act grants the OCC.

I do believe that the OTS and the NCUA are also wrong as a
matter of policy, and I would support efforts by Congress to revisit
this issue of diminished consumer protection of customers of Fed-
eral thrifts and credit unions, as well as national banks.

There is a race to the bottom going on. Because the OTS issued
its regulations, the OCC wants to issue its own. Now that the OCC
has done it, State banks will want parity and try to obtain exemp-
tions from State predatory lending laws. Once State banks seek
parity, then State housing creditors (finance companies) will de-
mand a “leveling the playing field” and come knocking on your
doors to seek similar preemptive treatment.

A home is the most important purchase most families will ever
make. We should raise the floor when it comes to protecting people
from unfair home loans, not race to the bottom. We owe that to
consumers who are engaging in some of the most important finan-
cial transaction of their lives.

Q.2. Do you support efforts to craft a Federal predatory lending
law? If not, why not? Would your position change if the OCC rule
is upheld by the courts?

A.2. T support efforts to craft a Federal predatory lending law so
long as the law sets a floor, not a ceiling. This is particularly im-
portant for protecting people in States that have no predatory lend-
ing laws. In other Federal consumer protection efforts effecting real
estate, Congress has adopted this philosophy. The Home Owner-
ship and Equity Protection Act (HOEPA), the Real Estate Settle-
ment Procedures Act (RESPA), the Fair Housing Act, the Equal
Credit Opportunity Act, the Truth in Lending Act, and the Federal
Trade Commission Act all regulate the real estate finance market
without broadly preempting comparable State regulations. Preda-
tory lending should be no different.

North Carolina needs to retain its flexibility to legislate accord-
ing to the local conditions of our real estate and mortgage market.
Unlike, for example, the airline industry, which is truly national
and therefore more suitable for preemption, real estate is inher-
ently local, and States need to have flexibility to respond to abuses
in the local marketplace.

RESPONSE TO A WRITTEN QUESTION OF SENATOR MILLER
FROM ROY COOPER

Q.1. Mr. Cooper, give me an idea of what the historical working re-
lationship has been with the OCC and what the current working
relationship is with the OCC? Which Federal agencies do you have
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the best working relationship with and why? Do you think such a
relationship is possible with the OCC?

A.1. Historically, my office has not had much interaction with the
OCC. The OCC’s primary mission is to ensure the safety and
soundness of the national banking system. My office does not su-
pervise national banks, and thus we have little regulatory overlap.
Our office has historically enforced State consumer protection laws
against national banks. The OCC’s consumer protection role has
been only a secondary and recent development. It was not until
2000 that the OCC even determined it had the authority to apply
the unfair and deceptive trade practices standards in the FTC Act
against national banks. Over the years, State attorneys general
have simply enforced State consumer protection laws against na-
tional banks without objection from the OCC.1

Unfortunately, since the OCC discovered its consumer protection
authority, its involvement with the States has been, for the most
part, troubling. In fact, the OCC has halted or interfered with sev-
eral consumer protection investigations and lawsuits by various
State attorneys general against national banks or their operating
subsidiaries in the last 3 years.2 This interference hurts consumers
and lends credence to the charge that the OCC is far more inter-
ested in protecting national banks than in consumer protection.

The OCC, to my knowledge, has participated in only one signifi-
cant consumer protection settlement involving Providian Bank in
California. The case actually was initiated by a local district attor-
ney who was investigating violations of California’s State unfair
and deceptive practices law, and the settlement was negotiated by
the offices of the district attorney and the California Attorney Gen-
eral, along with the OCC. The OCC helped local and State officials
with the case by joining in the investigation and settlement.3 It is
worth noting that the OCC did not oppose the State and local offi-
cials’ participation or their ability to enforce the agreement. This

1See, e.g., State of Alaska v. First National Bank of Anchorage, 660 P.2d 406 (Alaska 1982)
(holding that the Alaska Attorney General could sue a national bank); Attornev General v.
Michigan Nat’'l Bank, 312 N.W.2d 405, 414 (Mich. App. 1981), overruled on other grounds 325
N.W.2d 777 (Mich. 1982) (holding that a national bank could be held liable by the Attorney Gen-
eral under State and Federal consumer protection laws related to mortgage escrow accounts);
State of Arizona v. Sgrillo and Valley National Bank of Arizona, 176 Ariz. 148, 859 P.2d 771
(1993); State of Wisconsin v. Ameritech Corp., Household Bank and Household Credit Services,
185 Wis. 2d 686, 517 N.W.2d 70S (1994), affd 532 N.W.2d 449 (Wisc. 1995); State of West Vir-
ginia v. Scott Runyan Pontiac-Buick. Citizens National Bank. et al., 194 W.Va. 770, 461 S.E.2d
516 (W.Va. 1995) (holding that the attorney general had the right to bring a civil action against
the financial institutions, including the national bank); State of Minnesota v. U.S. Bancorp., Inc.,
Case No. 99-872 (Consent Judgment, D. Minn. 1999).

2See Section C in the comments by State attorneys general on the preemption rule attached
to my submitted testimony. See, also, e.g., State of Minnesota v. Fleet Mortgage Corp., 158
F.Supp.2d 962 (D. Minn. 2001) (involving unfair and deceptive sales practices and tele-
marketing); In the maiters of Citibank and FirstUSA (involving an investigation begun in 2001
by Florida, Illinois, California, and New York into the telemarketing operations of national
banks in which the OCC unsuccessfully sought to dissuade banks from concluding settlements
with the States); In the matter of Citibank, US Banks et. al. (involving an investigation of online
gambling by New York); In the matter of Key National Bank (involving an investigation by
Maryland, Missouri, and Illinois into student loans in which the OCC claimed it alone would
make a determination of liability and after issuing its recent regulations, the OCC notified the
Illinois Attorney General’s office that it would not pursue the case against Key).

3 Another example of the OCC supporting State law enforcement concerns payday lending. My
office was concerned about entities engaging in unauthorized payday lending in violation of
North Carolina usury law through a subterfuge known as “charter renting.” Charter renting is
when a payday lender affiliates with a bank in order to benefit from the bank’s preemptive au-
thority concerning interest rates. To its credit, the OCC acted on safety and soundness grounds
to prevent several national banks from renting their charters to payday lenders.
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case is an example of why it is good to have a State-Federal part-
nership. Yet, had the OCC’s recently adopted rules existed in 2001,
California’s law arguably could have been preempted and neither
the district attorney nor the attorney general could have initiated
the case, begging the question: Would the OCC have ever brought
the case if it had not been initiated by local and State law enforce-
ment? This case underscores my central concern that having 51
cops on the beat is better than having one.

I sincerely wish that the OCC would seek to partner with the
States in protecting consumers and solving their problems. The
State attorneys general and the OCC share common goals of elimi-
nating unfair and deceptive practices and in assuring a fair and
competitive credit marketplace. So it would be far preferable if we
acted to complement each other’s efforts because there is more than
enough work for us all. Consumers need more public officials to en-
force the law, not fewer.

The attorneys general have worked well with other Federal agen-
cies in exercising our dual enforcement authority in other areas.
My office has an excellent working relationship with the Federal
Trade Commission (FTC). The FTC has made a commendable effort
to communicate and partner with State attorneys general. We
jointly bring lawsuits against scofflaws, participate in common con-
sumer education efforts, cosponsor conferences, share information,
and use the FTC’s Consumer Sentinel Database. In addition to the
FTC, attorneys general have good working relationships with other
Federal law enforcement agencies, including U.S. Attorneys, the
F]i%lI, the U.S. Postal Inspector, U.S. Customs, and HUD, among
others.

My office brought a predatory lending case that underscores how
having both State and Federal law enforcement ultimately benefits
consumers. In 2001, my office settled predatory lending allegations
against The Associates resulting in $20 million in consumer res-
titution to North Carolinians. A year later, the FTC achieved a na-
tional settlement with the same entity for $215 million. While
North Carolina and the FTC initiated separate investigations into
The Associates’ lending practices, we avoided turf battles by con-
sulting with each other regularly. I believe that North Carolina’s
result helped established a consumer friendly framework for the
FTC and the Nation. Instead of competing over jurisdiction, we
complemented each other’s efforts, and most importantly, protected
consumers.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR JOHNSON
FROM GAVIN M. GEE

Q.1. Have you analyzed whether State-chartered institutions in
States with “wild card” statutes will be able to operate under the
new OCC preemption rules? If you have not, I would ask that you
conduct a survey of how many States have such statutes, and what
effect those provisions would have in terms of numbers of institu-
tions potentially covered by the rule.

A.1. Most “wild card” statutes authorize State chartered institu-
tions to engage in activities that are allowed for national banks
and do not preempt State consumer protection laws regarding any
activity. While a few States have enacted statutes that preempt
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their own law if it is preempted for a national bank, it is not some-
thing that has been widely adopted. I do not believe that any more
States will be adopting those types of statutes because virtually all
State consumer protection laws have now been preempted by the
OCC. At this point a State would just be giving up its right to pro-
tect its consumers by adopting such a provision. Attached is a sum-
mary of the wild card statutes that are currently in place.

Q.2. Do you support efforts a Federal predatory lending law? If not,
why not? Would your position change if the OCC rule is upheld by
the courts?

A.2. If the U.S. Congress wants to craft a uniform Federal preda-
tory lending law we stand ready to help you accomplish that goal.
We do not oppose Federal preemption when it is done by elected
officials after serious public debate. Remember, though, that the
vast majority of institutions in the country do not have to comply
with a State or Federal predatory lending law at this point in time.
In effect you would be adding a new regulatory burden in States
that have been using their unfair and deceptive practices acts effec-
tively to deter predatory lending without adding new burdens to in-
stitutions that are not engaged in those types of practices.

An alternative that groups of State regulators are considering is
for the States to agree upon, and adopt, a uniform approach to
predatory lending.

The Comptroller of the Currency has stepped in and created its
own predatory lending standard with no guidance from the U.S.
Congress, it has told the States that they have no authority to en-
force State consumer protection statutes against national banks
and their subsidiaries, and the courts have used the Chevron Doc-
trine to give the Comptroller unfettered discretion. It is time for
Congress to reassert its authority over this agency and restore the
balance of power.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR MILLER
FROM GAVIN M. GEE

Q.1. Mr. Gee, one of the other witnesses says that if States regu-
late operating subs, these operating subs will simply roll up into
the national bank or a Federal thrift to avoid State regulation. Do
you think this is a real possibility for the operating subs? And what
might be the impact on the State regulatory system?

A.1. There are a number of reasons that a national bank or a Fed-
eral thrift may want to engage in certain lending activities through
a subsidiary. For example, a national bank may want to avoid
branching restrictions by engaging in limited activities across State
lines through a subsidiary. A national bank or a Federal thrift may
want the benefits of protections provided by a separate corporation
afforded through State law to engage in riskier activities without
putting the parent corporation in jeopardy.

States have traditionally licensed and regulated these entities.
After the sweeping preemption of State law for operating subsidi-
aries of national banks, we have reason to believe that these enti-
ties will now turn in their State licenses and ignore State law.
There is no reason to believe that, if these entities were brought
back under the scrutiny of the State regulators, they would roll up
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into the national bank to avoid State regulation. In addition, it is
my understanding that the OCC is offering this protection from
State oversight to an entity with as little as 25 percent ownership
by a national bank. The national bank would have to own 100 per-
cent of the stock in a subsidiary to roll it up into the bank itself.

Q.2. Mr. Gee, give me an historical working relationship has been
with current working relationship is with the OCC? Which Federal
agencies do you have the best and why? Do you think such a rela-
tionship is possible with the OCC?

A.2. There has always been a competitive tension between the OCC
and the State banking departments. Unfortunately at the moment,
given the OCC’s current actions, the impression in the States is
that the OCC is using regulatory interpretations to preempt State
consumer protection law in order to gain a competitive advantage
and bring more institutions under the jurisdiction of the Comp-
troller. Sweeping aside all State consumer protection laws that
“condition” the activities of a national bank and eliminating any
State authority over subsidiaries of national banks has done noth-
ing to foster a positive working relationship or trust between the
States and the Office of the Comptroller of the Currency.

The State regulators have a good working relationship with the
Federal Deposit Insurance Corporation and the Federal Reserve. In
1996, all 50 States signed a nationwide State-Federal supervisory
agreement with the FDIC and the Federal Reserve laying out how
multi-State, State-chartered banks would be supervised while mini-
mizing the burdens imposed on banks. In Idaho, every safety and
soundness examination of every bank is currently conducted jointly
with the FDIC or the Federal Reserve.

The sweeping nature of the OCC’s recent preemption pronounce-
ments and the absolute disregard for any State authority have
made this kind of relationship with the OCC difficult at best. Start-
ing over with a Congressional Review Act repeal of these regula-
tions and having the OCC reach out for serious consultation with
State regulators and attorneys general on how consumer protection
issues for customers of national banks will be handled would be a
good start in repairing the relationship with the States.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR JOHNSON
FROM MARTIN EAKES

Q.1. If T understand your position correctly, you would like Con-
gress, in effect, to nullify the OCC preemption rule. What is your
position with respect to the preemptive authority of federally char-
tered thrifts and credit unions? Are you asking Congress to modify
those charters to prevent preemption of State consumer protection
laws, and if not, why not? What distinctions do you see between
national banks and these other federally chartered entities?
A.1. T support efforts in Congress to overturn the OCC’s final rule
on preemption of State anti-predatory lending laws and on States’
visitorial powers. As I stated in my written testimony, I oppose the
OCC’s actions for four main reasons:
e The OCC’s final regulation rolls back State legislation that has
curbed abusive lending practices while preserving access to cred-
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it. The OCC’s action will undermine creative efforts by States to
protect their citizens from evolving financial abuses.

e The OCC’s final regulation has all but eliminated the essential
role that States have played in enforcing State laws against abu-
sive lending by national banks, and particularly, by their oper-
ating subsidiaries. Instead of complementing a State’s efforts, the
OCC seeks to replace them, at a catastrophic cost to American
homeowners.

e The OCC has blatantly ignored Congressional directives to re-
frain from interfering with State efforts to protect its citizens
from abusive lending unless the Federal policy interest is clear
and the legal basis is compelling.

e The OCC’s actions will make the national bank charter a safe
haven for abusive lenders, an outcome that is bad for borrowers
and bad for banks.

I also do not support the OTS and NCUA rulings that Federal
law preempts State predatory lending laws. However, there are dis-
tinct differences between the OCC preemption ruling and the OTS
and NCUA rulings. Regarding NCUA, credit unions are already
strongly regulated. Credit unions are prohibited from charging
more than 18 percent interest on loans, and are banned from
charging prepayment penalties, among other limits on lending
practices. Further, credit unions make up a very small percentage
of the overall mortgage lending market in the United States. As
such, NCUA’s footprint is very limited. The OTS order affects a
larger number of institutions, but still a much smaller universe
than OCC-regulated institutions.

The OCC’s announcement and its subsequent public statements
go beyond preemption of State laws. The OCC has shown outright
enmity toward anti-predatory lending laws in general. Its specific
criticism of the North Carolina law is based solely on poor research
that shows the OCC’s outright bias against State laws of any sort.
In addition, it is the view of many legal commentators that the
OCC’s preemption order is based on much weaker legal ground
than the OTS and NCVA orders. And, the OCC’s order reverses
decades of its own precedent in using preemption only when a law
presents a clear conflict with Federal law or with existing OCC reg-
ulations. State anti-predatory lending laws do neither.

The combination of the OCC’s very aggressive use of preemption
in this case, the complete disregard for the OCC’s own precedent
and established legal doctrine, and the OCC’s misplaced hostility
toward anti-predatory lending laws in general—and North Caro-
lina’s in particular—Iled me to take a much stronger stance on the
OCC’s misplaced use of preemption.

Q.2. Do you support efforts to craft a Federal predatory lending
law? If not, why not? Would your position change if the OCC rule
is upheld by the courts?

A.2. T have had and continue to have good-faith discussions with
those in industry who would like to replace State anti-predatory
lending laws with a single Federal standard. I cannot, however,
support a law that sets a weak standard and preempts State laws.
The progression of State laws makes clear that we are starting to
see agreement on certain issues. The flipping standard in the
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North Carolina law and others, which requires that lenders provide
borrowers in refinance transactions with a reasonable, net tangible
benefit, does not evoke much, if any, controversy from lenders, rat-
ings agencies, or other mortgage players.

The standard Congress sets has to be strong, and should be a
floor for States, not a ceiling. With a strong Federal standard as
a floor, State legislatures will undertake the arduous work of en-
acting State legislation that is often opposed by large industry
players only when absolutely necessary to address problems unique
to that State. States must retain the flexibility to deal with new
abuses that may crop up in their jurisdictions. Congress does not
have the ability to foresee local abuses that lurk just around the
corner. As such, Congress should not deny States the ability to act
to protect its citizens.

Because the courts give great deference to the actions of Federal
agencies, I assume the courts may uphold the OCC’s decision. That
result does not mean that the OCC’s recent actions represent good
policy. A Federal law that sets a floor, that sets explicit boundaries
for the OCC’s preemptive authority, and that restores the ability
of States to protect their citizens would be a positive step for Con-
gress to take.
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